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PREFACE 


This book is intended to be used in conjunction with our Economics 
of Production and Exchange in order that jointly they may provide, 
within reasonable compass, a general survey of the principles of 
economic theory. In a work of this character, covering such a wide 
field, it is obvious that exhaustive "treatment of any part of the 
subject-matter is out of the question. We have, therefore, aimed at 
a method of treatment which we trust will assist the student in 
developing a general background of knowledge in connection with 
this very important branch of economic science, and at the same time 
have indicated, by numerous quotations, some of the best sources 
for more specializfed study. Incidentally, it is hoped that the book 
may prove of interest, not only to those who are working for exam- 
inations, but also to the general reader. 

The publication of the Report of the Committee on Finance and 
Industry followed by the Minutes of Evidence has provided a rich 
source of information on many aspects of the British financial sys- 
tem. Of equal importance in their own sphere are the reports which 
have been produced by the Gold Delegation of the League of Nations. 
In addition, the monetary crisis has provoked a flood of literature — 
authoritative and otherwise — ^bearing on the various different aspects 
of trade and finance. An attempt has been made, on the basis of 
these contributions, to provide an accurate view of the system of 
trade and finance as it exists at the present day, and to examine 
some of its outstanding problems. Yet, at the same time it must be 
remembered that although a knowledge of contemporary events is 
essential to the student, it is even more important that he should 
grasp the principles which are at work causing those developments. 
Hence we have sought to elucidate general principles and illustrate 
their operation by reference to recent events. 

It is hoped that the book will be of assistance to those preparing 
for examinations in Economics and Banking in coimection with the 
various universities and professional bodies, such as those of the 
University of London, the Accountancy and Secretarial examina- 
tions, and examinations conducted by the Royal Society of Arts, 



the Institute of Bankers, the London Chamber of Commerce, the 
Union of Lancashire and Cheshire Institutes, the National Union of 
Teachers, the Northern Counties Technical Examinations Council, 
and similar bodies. 

Finally, we desue to express our thanks to all those who have in 
any way assisted us in our work, and particularly to Marjorie G. 
Stephenson and Olwen H. Davies for assistance in the preparation 
of the manuscript rfor press. 

JAMES STEPHENSON. 

NOEL BRANTON. 
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CHAPTER I 

Influence of Money on Prices 

The expression " value of money ” is one which is employed in a 
variety of wa37s in the business world, but for our purpose in this 
chapter we shall use it to refer to the ability of money to command 
other goods m exchange. In speaking of the value of money, we 
are confronted by a difficulty which does not anse in the case of 
other economic goods. We have spoken of value as a ratio — ^the 
relative quantities of one commodity which will exchange for 
another — ^so that logically no difficulty should arise. Yet, for prac- 
tical purposes, we have adopted money as a kind of permanent term 
in this ratio, so that the values of all economic goods are expressed 
in terms of money, with the result .that when we come to study the 
value of money itself, we experience a sense of confusion. We are 
led to inquire what commodity shall we use for the purpose of 
comparison, since obviously we caimot express the value of money 
in terms of money. 

In order to achieve our purpose, we must, therefore, free ourselves 
from these customary ideas and reverse the usual process — ^we must 
compare money with some other commodity or commodities. At 
the outset, however, we find ourselves confronted by further per- 
plexities. Let us assume that we decide to measure changes in the 
value of money in terms of wool, and that m January wool was 
valued at i5d. per lb., whilst in February it was valued at 30d 
In February, therefore, i5d. would buy only half a pound of wool, 
so that between the two dates money, expressed in terms of wool, 
would have fallen in value by 50 per cent. But an examination of 
the market reports on raw materials shows that the values of com- 
modities are subject to variation in different directions, so that it 
is quite possible for cotton to have varied from i5d. per lb. to lod. 
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Measunng the value of money m tenns of cotton, we find that it 
has nsen by 33^ per cent in the same penod. For our purpose, 
therefore, such comparisons as these are of little value, and the 
variations which we have noted are due more to fluctuations in the 
economic value of the wool and cotton rather than to changes m 
the value of money itself. 

Money may be said to represent generalized purchasmg power, 
so that, in order to estimate changes in its value, we must compare ‘ 
it with commodities in general, and not with one or with a limited 
group of articles. Now, if all prices went up and down together, 
the problem of measurement would be simplified considerably, but, 
as we know, the pnces of different commodities vary m thpir move- 
ments over a given period of time, some rising, others falling, whilst 
others, again, remain steady. Even m times of trade boom or 
depression, when pnces in general show a disposition to move 
upwards or downwards, there are still wide variations in the amph- 
tude of their movements. Hence, aU that we can do is to strike an 
average in some way or other whidi will mdicate in what direction, 
if any, the value of money is changing. In the words of Professor 
Cannan — 

Commodities and services are so numerous in kind, and the kinds 
shade into each other so gradually, that to take into account the price 
of all of them is much like talong into account the level of every part 
of a rough field, when smoothmg it is not to be thought of. We cannot 
do It literally, and must be content with taking a sufficient number of 
measurements at points selected without bias. 

In order to gain this information as to the general trend of prices 
a statistical device is employed, known as an hndex number. Index 
numbers assumed considerable importance m recent years, so that 
we must at this point consider them in greater detail. 

MEASIlBIIfG THE VAITJE OP HONEY. When we speak of the value 
of money or of the general level of pnces, we are referring to what 
is essentially the same thing regarded from two different angles. 

If the value of the monetary unit falls, it will obviously command 
fewer commodities and services than was formerly the case. In 
other words, a given commodity will ©cchange for a greater quantity 
of money, so that we say its price has risen. In reality, therefore, 
a fall in the value of money is the same thing as a rise m the level of 
prices and, conversely, a rise in the value of money is marked by a 
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fall in the level of pnces. An index number provides us with a 
device for ascertaining the average change in the prices of a number 
of commodities. Prices are quoted in all kinds of denommations : 
bread per quartern; wheat per bushel, coal per ton; cotton per 
pound; and cattle per head. Such quotations are incomparable 
with one another, and the index number serves to reduce them to a 
common basis. 

. Now, index numbers exist in great variety for a number of differ- 
ent purposes, and, although they constitute a valuable means of 
economic investigation when properly employed, they can become 
very misleading if applied to problems for which they were never 
designed. In selecting an index ntnnber, therefore, consideration 
should be given to the following pomts — 

1. Puipoao of the Index Number. The same index could not be em- 
ployed to reveal changes in the general level of prices, and changes 
in the cost of living. These two objects are so different that no one 
index could ever cover both. Again, although we employ a single 
index, such as the Ministry of Labour Index, to show fluctuations 
of the cost of living m general, this is at best a rough approximation, 
since standards of living vary between one class and another, and 
between sections of the same class located in diflerent places. 
Hence, before selecting an index, we should carefully consider' the 
nature of the problem to which we intend to apply it. 

2. 1?he Mathomatloal Formula. An index number is essentially an 
average, but of these the statistician has many t3q3es, such as the 
arithmetic mean, the geometric mean, the harmonic mean, and the 
median ; whilst he has employed his ingenuity to combine these in 
numerous complex formulae for different purposes. From this con- 
fusing array, the investigator must select that formula which he 
considers will best answer his purpose. 

8. Choice of OonimodltioB. The next difficulty which must be Solved 
is the selection of the commodities whose price is to be incorporated 
in the index formula, since it is clearly impossible to include the 
prices of all commodities. Thus, it be necessary to decide 
whether the index for the general price level shall take into account 
wholesale prices only, or whether it shall cover retail prices, wages, 
rents, transferable securities, etc. In compiling an index to show 
changes in the value of money, wholesale prices axe usually employed. 
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The reason for this procedure lies in the fact that, for purposes of 
comparison over a long period of years, it is essential that the grade 
of the commodities employed should be definable and not subject 
to frequent change — a condition which is best satisfied by the 
primary products quoted on the wholesale markets On the other 
hand, finished products, sold at retail, exist in a great variety of 
grades and classes, and are liable to frequent and rapid changes of 
quality in response to the capnces of pubhc demand. Hence, without . 
elaborate descriptions, it is difficult to be sure that prices quoted at 
different times are really the prices of exactly the same thing. 

4. Weighting. The next problem is to decide what measure of 
importance shall be attached to each price in the index formula. 
It is, for example, quite obvious that greater importance should be 
attached to variations in wheat or iron ore prices than to fluctuations 
in the cost of pepper. This is overcome by the mathematical device 
known as weighting — a. process whereby the average price of each 
commodity is multiplied by a number indicative of its estimated 
comparative importance as measured by the relative quantities 
consumed. Many index numbers are weighted by increasmg the 
number of quotations for an important commodity and giving only 
a single quotation for an unimportant one. 

5. The Base Period. Changes must be measured as a relative value, 
and for this reason we must take the pnces prevailing in a particular 
year as the standard and compare all others with these. It has 
become customary in many economic comparisons to take 1913 as 
this base year, but there is no particular object in so doing, except 
in so far as it is the last year before the Great War, with its abnormal 
economic conditions. It is employed in the Board of Trade Whole- 
sale Price Index, but the Economist Index is now calculated on 
1927 as the base year 

As a simple illustration, let us suppose that we construct an 
index of four commodities. A, B, C, and D for the purpose of 
measuring variations in the general level of prices. The base year 
selected for comparison is 1913, and a simple arithmetical average 
is employed, whilst each commodity is deemed to be of equal 
importance. The price of each commodity is obtained for the base 
year and for the year 1931, which is rmder investigation. Each 
mdividual price in 1913 is represented by 100, so that the total of 
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the group in that year is 400, and the index, taking the arithmetical 
. 400 

average, is — ■, or 100. The price of each commodity in 1931 is 
4 

now expressed as a percentage of the price in 1913, thus obtaining 
an iudex for each individual commodity. For example, commodity 

A IS represented by — x 100, or 120, and the index for each com- 


* modify is calculated on similar lines. The arithmetic average of 
the group is 109, which represents the increased general level of 
prices in 1931 as compared with 1913.^ 


Comfflodiiy 

1 1 

1 1931 

Price 

Index 

Price 

Index 

A 

los. 

100 

I 2 S. 

120 

B 

4s. 

100 

SB. 

laS 

C 

9 S. 

100 

6 a. 

66 

D 

8s. 

100 

I OB. 

las 



400 


436 

Index = = 100 

436 

4 

109 


THE TAITJE OP MONEY. When dealing with the values of com- 
modities in general, we know that they are the product of 
the interaction of two forces — ^the supply of the commodity in 
question and the demand for it— and that in the long penod this 
value must bear some relationship to costs of production. Money 
itself is but one form of economic goods, and if this point is clearly 
kept in mind in the course of the following pages, it will assist con- 
siderably in the comprehension of the theory of the value of money. 
Now, when a country mamtains a full gold standard, that is, where 
gold IS freely coined at the Mint and circulates in the commimity 
for the settlement of debts, it is evident that there can be no diver- 
gence between the value of gold and the value of the country’s 
1 In an introductory work of this nature it is not possible to discuss index 
numbers in any detail. The reader who desires fyr^er information should 
consult a good textbook on Statistics, such as Professor A. L Bowley's 
Elements of StatisHcs, or Professor Irving Fisher's Mak%ng of an Index Humber. 
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money. A given weight of bullion is convertible into the same weigh 
of com and vice versa, and the mere fact that the two continue t 
exist side by side is proof that they are of equal value, weight fo 
weight At this point, however, a word of caution is necessary 
Although the value of money »» terms of gold remains constant, w 
must not fall into the error of imagining that the value of money i 
therefore mvariable, since the value of gold expressed in terms o 
other commodities is liable to variation. 

When gold is employed as a money material m this way, i1 
derives its value from two sources. In the first place, it is desirec 
as an article of consumption for use in the arts and for purposes oJ 
adornment, whilst, in addition, it is in demand because of its use 
as money. In the first of these functions it possesses direct utility, 
but in the second its utility is indirect, inasmuch as it cannot be 
realized until the money is spent. Hence, gold may be desired both 
for its own sake and as representative wealth — as the power to 
command the goods and services of other people. When, therefore, 
the unit of account is a fixed quantity of bullion, whether it be gold 
or any other of the precious metals, its value is determined in a 
way similar to that of any other economic good. 

The value of a precious metal is dependent on just the same things 
as the value of any other metal. If more people demand it (that is, 
want it and have means to pay for it), or if the same number of persons 
demand more, it will rise m value and vice versa. If more persons are 
willing ^d able to produce it, or if the persons already engaged in its 
production are able and willing to produce more of it, its value will 
tend to fall.i 


At the outset, in order to simplify the discussion, let us g-ggnmo 
that metallic money only is in drcolation within a country. The 
demand for money in such a case will depend upon the number of 
persons and institutions, such as banks and business houses, which 
need separate holdings of coin, and also upon the magmtude of 
each holdmg. In the first place, therefore, the demand for money 
will be increased by an expansion of population, or, at aU events, 
by an expansion of that portion of the population which requires a 
stock of money for everyday purposes. In a modem community, 
as we have already shown elsewhere, * every person with resources at 
his disposal needs some means whereby he can employ tbPTn 
^ Money, Professor Edwin Cannan, 
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to obtain goods and services from other persons. The colliery 
proprietor would satisfy his domestic needs with difficulty were he 
compelled to give coal in exchange for his other requirements, so 
that for the sake of convenience he must hold part of his resources in 
the form of money, which represents generahzed purchasing power. 
Every member of the community who requires to command the goods 
and services of others must do likewise, and the sum total of these 
, separate holdings constitutes one aspect of the demand for money. 

The second aspect is the magnitude of each mdividual holding, 
and this will vary with personal customs and needs. The magnitude 
of each holding will depend upon the income of the holder and the 
frequency with which he is paid, whilst it will also vary according 
to his method of dealing — whether for cash or on credit. To quote 
Professor Cannan — 

Before the introduction of paper currencies and methods of settmg 
one payment against another provided by such machmery as bills of 
exchange and banks, the magnitude of the want for these stocks of 
coin must have depended largdly on the amounts of money which the 
holder had to spend in the year, and on the length of the periods for 
which payments such as rent and wages were made, . . . supposmg 
a custom came in of paying rents oi^y twice a year instead of four 
times, both the landlord and the farmer would have to keep more 
com by them on the average , and if weekly wages became the custom 
in place of fortnightly, both employers and workmen would have to 
keep less by them on the average, as their stocks would be replenished 
more frequently. 

Again, looking at the question from the standpoint of the business 
undertaking, care is always taken to maintain a certain proportion 
of the assets of a business in the form of cash. The magnitude of 
this holding of cash will vary according to the anticipated demand 
for payment from suppliers and according to the magnitude of 
current disbursements for the wages and salaries of the staff, as 
well as other expenses such as rates and taxes. The cash reserve 
will be such as is estimated to covm: these requirements, together 
with such a margin for unforeseen contingencies as the experience 
or the prudence of the managemrait dictates. The object at all 
times will be to hold a sufficient, but not excessive, cash reserve, 
since if this he too great it merely sterilizes resources which might 
be more profitably employed. Such considerations wiU prevail with 
husmess undertakings and private individuals alike. 
a-(fiow)" 
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The magnitude of a person’s holding of com will, from the stand- 
point of the theory of value, be such as to secure equi-marginal 
utility from every use to which he wishes to apply it. Money may 
be devoted to a number of uses, such as the purchase of commodities 
for consumption, investment m securities of various Icinds, and, as 
stated above, as a reserve for security and convenience. A man 
will apply his money income to these competing uses in such a way 
as to obtain the same marginal utihty from each, so that the magni-^ 
tude of his holding of cash will be determined as the result of a 
mental process of " weighing up " the convenience afforded by the 
possession of coin as against the utihties arismg from its expenditure 
or investment. In the words of Lavington, in his book The English 
Capital Market — 

Resources devoted to consumption supply an income of immediate 
satisfaction; those held as a stock of currency yield a return of con- 
vemence and security; those devoted to investment in the narrower 
sense of the term yield a return in the form of interest In so far, 
therefore, as his judgment gives effect to his self-interest, the quan- 
tity of resources which he holds m the form of money will be such 
that the unit of resources which is just and only just worth while 
holdmg m this form yields him a return of convenience and security 
equal to the yield of satisfaction derived from the marginal unit spent 
•on consumables, and equal also to the net rate of mterest 

Approaching the problem of the value of a metallic currency from 
the side of supply, we may use the term to denote the total stock 
of the precious metal in a country. In the case of the majonty of 
economic goods we regard the supply as a continuous stream rather 
than as a reservoir. But gold, which now acts as the standard in 
the Western world, belongs to a class of goods — usually termed 
instrumental goods — ^the consumption of which is very slow, so 
that, by dint of accumulation, the available stock has become very 
large and the annual increment, being small in comparison, Tnakpg 
very little difference. The annual production of gold makes approxi- 
mately an addition of some 2 per cent to the existing stock. The 
stock or “ supply ” of gold com may be diminished by wear and 
tear or by withdrawal from circulation through hoarding, whilst it 
may also be reduced by diversion to other uses, such as the mplting 
down of coin for use as ornaments and for decorative purposes. 

Conversely, it is possible for the supply of gold for monetary 
purposes to be increased by diversion from industrial and other 
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uses. Large quantities of gold are m the hands of the pubhc, more 
especially in India, in the form of gold ornaments and private 
hoards. There is no evidence, however, that gold flows m any large 
quantity from non-monetary sources to monetary reserves except 
during times of war. To aU intents and purposes, therefore, the 
stock can be mcreased only by the a nn ual production of gold from 
the mines, and this will take place in accordance with the laws 
.which govern the production of any other type of economic good. 

There is a tendency, as Professor Carman points out, for people 
to imagine that cost of production has little or nothing to do with 
the value of gold. Yet, cost of production exerts a simflar influence 
on gold production as it does in the case of any other commodity. 
Gold minmg, as an extractive industry, lends to work at an mcreas- 
ing cost per unit of output. Only those mines in which the cost of 
production is smaller than, or equal to, the market value will be 
worked. Every sixpence inaease m the cost per ton of gold ore miUed 
represents a reduction of many thousands of tons of ore m the total 
tonnage available for extraction, as the rise in the cost of production 
cannot be added to the sale price of gold. The causes which may 
produce such a nse in costs are numerous, ranging from an mcrease 
in the cost of stores and heavy railway rates to excessive pay of 
employees and mefficient management. Owmg to the exhaustion 
of payable ore in the upper lev^ of most mines, the depth of the 
mine workmgs is continually increasing, and is thereby not only 
adding to the working costs, but also giving rise to new problems 
of mining. If the price level continues unaltered, the increase m 
productive costs due to these causes will bring about the elimination 
of producers working under the least favourable conditions. A rise 
in the price level, indicating a fall in the value of gold, will produce 
the same result. Conversely, a fall in the general level of prices 
will tend to decrease working costs and enable producers to operate 
the poorer mines at a profit. 

So far we have considered the value of money where the unit of 
account is a fixed quantity of bullion. We now have to turn our 
attention to the problems which arise when the unit of account is 
a paper note, which may or may not be convertible into the amount 
of bullion which it is supposed to represent. When the notes issued 
are convertible mto a specified amount of bullion, whether corned 
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or otherwise, which may he exported at the option of the holder, 
then the value of the notes can never deviate from that of the 
bulhon mto which they are convertible. Nevertheless, an issue of 
redeemable notes circulating at par with coin may, by causing a 
reduction in the demand for coinage, diminish the value of bullion 
and cause a rise in prices. It cannot be assumed, however, that an 
issue of notes will displace an equal amount of metaUic coinage 
from circulation. Wlien com only is in circulation, people tend to 
keep down their holdmgs of if to a minimum in view of its mcon- 
venient bulk. When an issue of notes is made in addition to the 
coin, people are impressed by the greater convenience of the new 
money, and will be indmed to hold larger proportions of their 
income in the form of cash. Hence the depressing effect of a. con- 
vertible paper currency upon the value of bulhon may be offset by 
an increase in the demand for currency. 

An inconvertible note issue, that is, an issue which cannot be 
exchanged for bullion, has far greater potentialities for depressing 
the value of the unit of account and raismg prices. It is possible, 
of course, for such a currency to circulate at the same value as that 
of an equivalent amount of bulhon, provided that moderation is 
exercised when issuing, and that confidence m the good faith of 
the Govemmmt is sufficiently strong. Unfortunately, the history 
of paper currencies on an mconvertible basis is marked by no such 
moderation, and notes are usually issued in such volume that their 
value bears but a remote correspondence with their face value in 
terms of bullion. 

When the issuers of inconvertible notes or notes which are only 
convertible into inconvertible com issue them so freely that they will 
exchange for less than the par amount of bullion, when, that is, in other 
words, the price of bullion rises above the par price, so that the note 
will no longer buy raw material for the coin which the note represents, 
the unit of account ceas^ps to be a com or quantity of metal, and becomes 
a prmted symbol on a piece of paper the supply of which depends on 
the moderation of the issuers.^ 

Failure to exercise this spirit of moderation shakes the confidence 
of the public in the currency and causes a diminution in the demand 
for it. There is a fear that pajnnents in bullion will never be resumed, 
or that resumption will take place on a depreciated basis. This 
causes the holders of such currency to hesitate to hold it and to 
^ Monty, Professor Edwin Cannan 
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offer it in larger quantities in payment for goods. On the other 
hand, owners of goods are less anxious to dispose of them for 
money and require larger quantities of it in order to induce them to 
exchange Hence, the diminution in demand for the notes is as 
potent a cause in the fall m their value as the increase in the supply. 

QUANTITY THEOBY OP MONEY. Although a number of theories 
have been put forward to explain the value of money, the one 
which has the widest acceptance at the present day is the Quantity 
Theory, though it is true that there exist differences of opinion as 
to the way m which the theory should be stated. Expressed briefly, 
the theory may be enunciated as follows : Other conditions remain- 
ing equal, every increase m the quantity of money in circulation 
causes an exactly proportional increase in the general level of 
prices. Probably the most complete exposition of this theory is to 
be found in Professor Irving Fisher’s Purchasing Power of Money. 
" Apart from the influence of deposit currency or cheques," says 
Fisher, " the price level may be said to depend on only three sets 
of causes — 

" (i) the quantity of money in circulation ; 

" (a) its ' efficiency ’ or velocity of circulation (or the average 
number of times a year money is exchanged for goods) ; and 
" {3) the volume of trade (or amount of goods bought by 
money)." 

The first of these propositions, namely, that the price level varies 
with the quantity of money, is declared to be fundamental to the 
theory. 

The quantity theory asserts that (provided velocity of ciiculation and 
volume of trade are unchanged) if we mcrease the number of dollars, 
whether by renammg coins, or by debasmg coins, or by increased 
comage, or by any other means, prices will be increased in the same 
proportion. It is the number and not the weight that is essential. 
This fact needs great emphasis. It is a fact which differentiates 
money from all other goods, and emphasizes the peculiar manner 
in which its purchasing power is related to other _ goods. Sugar, 
for instance, has a specrfic desirabihty dependent on its quantity in 
pounds Money has no such quality. The value of sugar depends on 
its acfital quantity. If the quantity of sugar is changed from 1,000,000 
pounds to 1,000,000 hundredweights, it does not follow that a hundred- 
weight will have the value previously possessed by a pound. But if 
money in circulation is changed from r,ooo,ooo umts of one weight to 
1,000,000 units of another weight, the value of each unit will remain 
unchanged. 
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The Quantity Theory can best be explained by reference to what 
is termed the equation of exchange. This is a statement in mathe- 
matical form of the total transactions effected in a certain period 
in a given community. It is simply the sum of the equations in- 
volved in all individual exchanges in a year. Adopting the form 
employed by Fisher, let us represent the total annual expenditure 
on commodities m any commumty by E, whilst the average amount 
of money in circulation is M. Now, this " average amount ” of 
money which is in circulation is far from being equivalent to E, 
the total expenditure, so that, in order that it may do the requisite 
amount of work, the same monetary umts must be used a number 
of times We may, therefore, derive a ratio of E to M, that is, the 
relation between annual eiqienditure and tlie amount of money, 
and this ratio is the average rate of turnover of money, or, more 
commonly, its velocity of circulation This concept has been defined 
as the ratio of the amount of money expended to the average 
money on hand, so that, if it is represented by V, we may say 
that 

F = -^or E^VM. 

M 

■ Putting this latter equation into words, we may say that the 
total expenditure of money on goods within a given penod of 
is equal to the product of the average amount of money and its 
velocity of arculation. So much for the " money ” side of the 
equation of exchange : we must now turn our attention to what is 
known as the " goods ” side. Let us suppose that the average price 
of a particular commodity, say wheat, within the period is repre- 
sented hyp, whilst the total quantity purchased in the same period 
is represmted by q. Then the total expenditure on that commodity 
in the time under review is represmted by the product of these 
two factors, namely, pq. But any number of commodities enter 
into exchange at varying prices and in varying quantities. Let us, 
therefore, designate the average price of each by p^, p^, p^, etc., 
and the total quantity taken by ji, q», etc. Hence, the total 
expenditure on each will be py, py, etc. Obviously the total 

expenditure on commodities of all kmds in the period is represented 
by the sum of the amounts expended on individual commodities, so 
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that the expenditure may be represented in algebraic form as 
follows — 

or, employing i7 as a symbol of summation, 2pq. But the 
“ money ” side and the "goods” side of the equation of exchange 
are equal to one another, so that we may say 
VM = Zpq 

or, more generally, VM = PT 

where P is the weighted average of all the different commodity 
prices and, therefore, represents what is termed the general price 
level, and T is the total volume of trade effected, that is, the aggre- 
gate of goods which have been exchanged against money in the 
course of the period under survey. 

So far we have confined our attention to that class of circulating 
media which Fisher terms " real money,” and have left out of con- 
sideration bank deposits which are transferred by cheque. Now, in 
a modem community an enormous volume of transactions are 
settled by the use of credit instruments of one kind and another, 
so that if the above equation is to be brought into relation witli 
fact, it must give due weight to this circumstance. Fisher, therefore, 
extends his original equation and gives it in the form 
PT = MV + M^V^ 

„ MV + M^V^ 
or P- y 

where M^ represents the amoimt of bank deposits transferred by 
cheque and their average velocity of arculation. He does not 
include credit instruments other than cheques, such as bills of 
exchange and book credits, on the ground that these have no influ- 
ence on the price level, since they merely postpone and do not 
dispense with the use of money. This argument is difiicult to main- 
tain, since the cheque and the biU of exchange are only variations 
of the same credit instrument. 

The theory thus formulated now requires another qualification. 
The validity of the above equation rests upon the assumption that 
M^, the volume of bank deposits, bears a fairly constant ratio to Jkf, 
the quantity of money m arculation, for unless a change in one of 
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these quantities calls forth a corresponding alteration in the other, 
the whole relationship is disturbed. Fisher assumes that there is 
such a constant relationship m the long run, and justifies this 
contention upon the following grounds — 

Two facts normally give deposits a more or less definite ratio to 
money. The first . . . that bank reserves are kept in a more or less 
definite ratio to bank deposits The second is that individual firms and 
corporations preserve more or less definite ratios between their cash 
transactions and their cheque transactions, and also between their • 
money and deposit balances. These ratios are determined by motives 
of individual convenience and habit. 

He does acknowledge, however, that the relation between the 
quantities is disturbed in transitional periods, so that the equation 
does not represent the true position until stability is once more 
obtained. Nevertheless, it would appear to be an unj ustified assump- 
tion to speak of a fixed ratio of cash to bank deposits, since custom 
and convenience, as well as the exigenaes of the moment, will all 
tend to exert an influence in this matter. 

• Mr. J. M. Keynes, in his Tract on Monetary Reform, sets forth an 
alternative formula for the equation of exchange. The holdings of 
cash in the hands of the public are represented by an amount of 
money which will purchase h consumption units. This latter term 
is defined as " a collection of specified quantities of standard articles 
of consumption or other objects of expenditure,” such as the types 
and amounts of goods which are found in a cost of hving index 
number. If « be the number of units of currency in circulation, 
whilst p is the price of each consumption unit, then on the gamp 
lines as before — 

n — pk. 

Extending the equation to bank deposits, we may aggnmp that the 
public holds the equivalent of 1^ consumption units in this form, 
and that the customary bank ratio of cash to potential liabilitie s 
is r. Then the equation of exchange will assume the form 
n=p[h-\-kh). 

So long as the expression (A -f- hh) remains unchanged, then we 
have a direct relationship between the quantity of money in circula- 
tion and the level of prices. As Mr. Keynes points out, however, 
we cannot in practice make this assumption, since a change in the 
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quantity of money («) is liable to react on the values of k, and r. 
Thus, he says — 

In agricultural countries where peasants readily hoard money, an 
inflation, especially in its early stages, does not raise prices propor- 
tionately, because when, as a result of a certain rise in the price of 
agricultural products, more money flows into the pockets of the peasants, 
it tends to stick there; deeming themselves that much richer, the 
peasants increase the proportion of their receipts that they hoard. 

. Hence, there is a certain friction which tends to promote the 
stability of the pnce level m the face of changes in the volume of 
monpy in circulation There is no fundamental difference between 
these two equations and transition from one to the other is fairly 
easy 

Again, the " velocity of circulation ” of money which is referred 
to by Fisher in his statement of the Quantity Theory, has been 
criticized by Professor Cannan. As we have already pointed out in 
our discussion of the factors which influence the value of money, 
the supply of money may be regarded as the existing stock rather 
than the annual output. Arising from this fact, the demand for 
money may be said to be the result of the desire which people have 
to hold money rather than to consume ti. This is a very different 
conception from that which considers that the demand for money 
is furnished by the number and amount of transactions carried 
through by it. In this connection. Professor Cannan says— 

That belief seems to me to be exactly equal to a belief that the 
demand for houses comes not from the people who want to live in 
houses, but from people who buy houses and sell them again forthwith. 
The effective demand for houses evidently comes from those who want 
to hold houses : even the speculator wants to hold for a time. Mere 
" activity in the house market" — a little more changing ownership than 
usual — only involves an increase m demand m the same sense as it 
involves an equal mcrease of supply which cancels it Whatever may 
be said about the actual use of the terms, it is clear that the demand 
which IS important as affeotmg the value of the houses is the demand 
for occupation 

Following up the argument, the same writer goes on to examme 
the principal factors which create changes m demand. These may 
be summarized as follows — 

Changes in Populaiion. By increasing or diminishing the number 
of persons requiring a holding of money, the demand for currency 
changes accordingly, 
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Economies in Cwnency. The discovery of new machinery for 
dispensing with money in the settlement of transactions may reduce 
the demand for currency and so cause a rise in prices. 

Changes in the Distnbution of Wealth. A more equal distribution 
of wealth amongst the poorer classes of the population will tend to 
find reflection in an increase in the average size of their holdings 
of cash. 

Psychological Causes. People, in attempting to forecast the trend 
of events in the future, are apt to make errors, and these mistakes 
tend to be in the same direction throughout a community. An 
expectation of faUmg pnces will produce a desire to hold money in 
preference to other commodities, and this in itself will cause the 
value of money to appreciate. 

Yet another pomt which should be noted in connection with the 
equation of exchange is the importance of the element of time. 
The equation is valid only when the factors composmg it are con- 
sidered over a sufflciently long penod of time, such as, for example, 
one year. It is quite useless when applied to a given moment of 
time, or even to a period which is far too short. Thus, in his work 
Business Cycles, Dr. Wesley C Mitchell observes that — 

The three quantities represented in the equation of exchange as 
simultaneous — payments, pnces, and physical volume of trade — are, in 
fact, three stages through which business transactions pass in time. 
When a sale is made, the parties agree, tacitly or explicitly, upon the 
pnce, upon the quantity of goods to he transferred, upon the date of 
delivery, and upon the date when payment is due In the retail trade, 
all three stages are frequently completed in a few minutes — ^the cus- 
tomer assents to the price, receives his bundle, and pays cash But 
delivery is deferred when consumers’ goods are made to order, and pay- 
ment is often deferred to the end of the month, or spread over several 
months on some "instalment plan." In wholesale trade, weeks or 
months commonly elapse between the date when a sale is made at an 
agreed-upon price, and the date when the goods are dehvered to the 
buyer, and the still later date when the seller receives a cheque. 

In other words, there is a more or less protracted time lag in the 
sequence of the stages of every busmess transaction, the duration 
of the complete cycle depending upon the class of busmess and the 
nature of the trade. Hence, in studying the relations between the 
factors which compose the equation of exchange, the time element 
must be given due weight if the statement is to have any value. 
If we examine Professor Fisher’s equation PT — MV-\- 
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li ving due regard to this elranent of time, we find that on a day-to- 
day basis the relations between the two sides of the equation are 
indeterminate. Thus, the payments made on any given day, to a 
considerable extent, will be in respect of goods and services (T) 
which have changed hands weeks, or perhaps months, before. The 
prices (P) which are paid for them were fixed at a date stiU earlier. 
We can overcome these difficulties only by considering the factors 
in the equation over a suffiaently long period of time — say, one, 
year In such circumstances we are justified in the assumption 
that payments, prices, and transfers of goods refer approximately 
to the period taken, and that the equation holds good. 

FLUCTUATION IN PRICES. From the foregoing theoretical exam- 
ination it wiU be seen that there is a relationship between the 
volume of production, the quantify of money in circulation, and 
the value of money, or, as we usually say, the general level of prices. 
If, therefore, the issue of money and credit remams constant, whilst 
the volume of production remains unchanged, we may expect to 
have stability m the price level So great is the complexity of 
modern life, however, that it would be an utter impossibility to 
preserve this static condition even if it were desirable. The tendency 
of the world in general is for the production of goods to show a 
steady rate of increase, which has been computed at roughly 3 per 
cent per annum, though, of course, individual countries show wide 
variations from this average. Assuming, however, that such an 
increase does take place in a particular country, and that the 
volume of its currency remains unaltered, then the same amount 
of money will purchase this larger quantity of goods, so that the 
general level of prices will faU. Conversely, a diminution of produc- 
tion win result in a rise m prices, provided that the volume of 
currency remams unchanged. In such circumstances, if the general 
level of commodity prices is to remam stable, an increase of produc- 
tion, involving as it does an increased turnover of goods and ser- 
vices, calls for a corresponding increase in the amount of money 
and credit to effect this turnover. Ofi the other hand, an increase 
or a decrease in the quantity of money available, unaccompanied 
by any corresponding change in the volume of production, will 
produce fluctuations in the level of prices 

, So far as the internal affairs of a community are concerned, the 



PRICE FLUCTUATIONS ANJ^ THEIR EFFECTS 





ECONOMICS OK BANKING, TRADE, AND FINANCE 


level of prices is a matter of small concern, provided that it is stable. 
Relative values remain unchanged when each individual value is 
multiplied by a common factor. If prices were doubled, and the 
amount of currency in the possession of each individual increased in 
the same proportion, the relative position of the different members 
of the community would not be changed — ^no one would be better 
or worse off. This is, of course, disregardmg all effects on external 
trade with other countries where relative price levels are of con-, 
siderable importance. The evil effects occur in the period of transi- 
tion, when the relative economic status and welfare of different 
sections of the community are profoundly affected. We shall now 
attempt a brief examination of these effects. 

As already indicated, under the complex conditions prevailing in 
the modem world, all the stages of a busmess transaction are rarely 
completed at one time. In the majority of cases they involve 
contracts, expressed in terms of money, their settlement being 
deferred over widely varying periods of tune. Let us assume that 
there is a fall of 20 per cent in the general level of prices, so that 
the purchasing power of money rises, m effect, by 25 per cent. In 
this case, aU debtors in the commumty, when settling their pre- 
determined obligations in terms of money, will be compelled to 
give to their creditors a title to goods 25 per cent greater than was 
bargained for in the contract. Yet, owing to what Professor Fisher 
terms the " money illusion ’’—the tendency which the majority of 
people have to regard money as something fixed and invariable — 
there will be no general relation of what has happened. The 
national income as a whole has to be divided between the debtor 
and creditor sections of the commumty in different proportions 
from those ruling before But, as production increases only slowly 
and the creditor dass is able to buy more goods with the samp g nm 
of money, it follows that the debtor dass must buy less 
Mr. Keynes, in his Tract an Monetary Reform, in dsaling with 
the effects of changes in the value of money, divides the community 
up into three dasses— the investing dass, the business class, and 
the earning dass. Although these are not mutually exdusive, they 
form a convenient basis for discussion. A member of the investing 
or rentier dass is one who has " parted with his real property per- 
manently, in return either for a perpetual annuity fixed in terms of 
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money, or for a terminable annuity and the repayment of the 
pnncipal in money at the end of the term, as typified by mortgages, 
bonds, debentures, and preference shares.” A fall in the general 
level of prices increases automatically the share of the national 
income which falls to the lot of this class and, m the absence of any 
increase of production, reduces the share available to the remaining 
two classes. The claims of this class arise mainly from their holdings 
of the National Debt, the mortgages and debentures of public and 
private undertakings, and also for rent on landed and house pro- 
perty. In the first case — ^the service and redemption of the public 
debt — ^production as a whole will feel the burden of taxation pressing 
more heavily upon it, since the sums payable remain constant in 
monetary expression but have a much greater purchasing power. 
Similarly, in the case of mortgage and debenture interest, the 
individual business has to pay away a greater share of its income 
in satisfaction of its bondholders In the latter case, of course, the 
strain is felt most by those concerns having the greatest fixed 
charges. 

Coming now to the second class— the business or entrepreneur 
class— we find that the immediate burden of falling prices tends to 
press most heavdy upon this section of the community. In the 
first place, the fall in prices reduces the gross income of the business 
undertaking, it being assumed that this natural tendency is not 
counteracted by business expansion. Against this diminished in- 
come, taxation and any other fixed charges must be met at their 
former monetary value, whilst the claims of the wage-earning class 
can be reduced but slowly. Hence, the immediate result is a fall 
m business profits. In these circumstances, in a country such as 
Great Britain, the "sheltered” industries, that is, those which 
cater either exclusively or mainly for the home market and do not 
have to face foreign competition, wiU attempt to keep up profits 
by price agreements and restrictive arrangements of various kmds. 
But the " imsheltered,” exportmg group, such as the coal or iron 
and steel industries, can resort to no such measures in the face of 
world competition, whilst their difficulties may be stiU further 
accentuated by the tactics of the shdtered group. Heavy losses 
weaken such enterpnses and cause business failures, whilst the 
number of the unemployed increases not only m the exporting 
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group but in those fields of activity related to it, and, ultimately, 
over the whole field of industry. 

Finally, the earning class will benefit from a fall in prices, since 
their money wages will purchase a larger share of goods and services 
imder the new conditions than they would have under the old. 
It is between the wage-earning class and the entrepreneur class that 
the fiercest conflict arises in a time of falling prices. Sacrifices are 
demanded of both, but the question of which class shall bear them,^ 
and in what proportion, is one which creates conflict. The wage- 
earner will resist a reduction even though the lower rate would 
leave him with a higher standard of living than he enjoyed before 
the fall in pnces occurred. Actually, wholesale prices fall more 
quickly than retail prices, so that, although the producer is com- 
pelled to accept smaller returns, the consumer fails to receive at 
once an equal benefit. Professor Bowley has shown that, m England, 
four-fifths of a movement m wholesale prices is carried forward to 
affect retail prices two months later. In view of this fact, a reduc- 
tion m wages would, in the short period at all events, probably 
reduce the standard of living of the wage-earner. The difficulties of 
adjusting wage rates to falling prices are accentuated in a country 
like Great Britain, where labour is strongly organized in trade 
unions, and where the labour pohcy of the Government is strongly 
developed. 

Industry m the nineteenth century braved the passing atmospheric 
depressions and storms by riding a buoyant boat and throwing, when 
required, its ballast overboard That ballast was labour. But when 
labour can no longer be loaded and unloaded at the industnahsts’ wiU, 
the situation is fundamentally changed. States are revolting agamst 
this treatment of their citizens, and labour to-day m many countries 
IS ceasing to be a variable and becoming a fixed charge — either directly 
on the individual concern, or on the community as a whole It is a 
fixed charge on the commumty when the unemployed are maintained 
from the mcome of the community It is a fixed charge on the indi- 
vidual concern, first m so far as wages do not fluctuate with other 
values, and secondly m so far as that concern has to bear part of the 
taxation by which tte unemployed are sustained ^ 

Ultimately, of course, either production must increase to provide 
a larger fund out of which these payments may be met, or wages 
will fall to a level which is in harmony with the new conditions. 
But, this process may be very dow indeed. 

^ Mr. A. Loveday in BnUUn and World Trade. 
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The influence which fallmg prices exert on industrial production 
has already been indicated in the course of the above discussion. 
Although a fall in prices cannot cause any immediate change in 
productive equipment, it can undoubtedly cause serious disturbance 
of productive activity. The losses which anse through causes men- 
tioned above drive some undertakings out of business and cause 
others to restrict their output. The amount of industrial employ- 
.ment is thereby seriously curtailed, so that the purchasmg power 
of working-class consumers is diminished. This tendency is still 
further aggravated by falls in wage rates, which occur after a more 
or less protracted penod, varying with the powers of resistance of 
organized labour. Thus, falling prices which arise from causes other 
than a natural increase in production, imtiate a vicious circle in 
the sphere of industry, causing dimmisliing production, which 
restricts employment and purchasing power, and this in turn curtails 
production still further. 

Again, in agriculture we may discern the same disastrous effects 
as in manufacturing industry, although the causes are not identical. 
In the first place, the prices of ^^icultural products tend to dedme 
more quickly than those of manufactured articles. In effect, there- 
fore, the farmer has to give a greater proportion of his produce in 
exchange for the manufactured goods which he buys. But, over 
and above this, on account of minimum wage regulations, his wages 
bill remains fairly steady though his income decreases. The farmer 
suffers in a period of falling prices because of the slow rate of turn- 
over which IS a characteristic of agricultural operations. He has to 
wait for a much longer period than a manufacturer from the time 
when he commences production to the time when he can sell his 
produce, so that crops prepared and sown at one level of pnces 
may be sold months later at a lower level, involving a heavy loss on 
the whole process, which the farmer can take no measures to avert. 

In a period of rising prices the economic effects are, broadly 
speaking, the reverse of those discussed in connection with falling 
prices. The investing class, with fixed incomes, now find that they 
can purchase fewer goods and services than before, so that they lose 
ground relatively to other classes. The immediate gains now tend 
to be obtained by the entrepreneur dass, for the business enterprise 
obtains a larger income because of the higher prices which are 

3-(fio7S*) 
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prevailing, whilst it does not have to pay correspondingly higher 
costs. Wages and salaries, for example, may be fixed by agreements 
which are not immediately revised, whilst rent and interest charges 
remain constant. At first, therefore, the wage-earning classes also 
lose ground, since pnces rise but wages do not rise in sympathy. 
This state does not persist for long, and pressure is gradually 
brought to bear upon the employing class for increases in wage 
rates. These increases will be resisted, but, m all probability, will 
not provoke the same measure of conflict as would arise over wage 
adjustments in a period of falling prices. The effect of nsing prices 
is to stimulate business enterprise and mcrease the demand for 
capital goods Yet the entrepreneur class does not invariably reap 
the benefits of rising prices. Those firms which have entered into 
long-term contracts for the supply of goods find their material and 
labour costs rismg whilst their seUmg prices have to remain fixed — 
unless they have provided for some adjustment in the terms of the 
contract. In a period of rising prices, then, we still find an arbitrary 
redistribution of the national mcome taking place, now debtors 
gaining at the expense of creditors. 

The following tabled shows approximately the change in the 
distribution of the national income at different levels of prices. 


TABLE SHOWING THE DISTRIBUTION OF THE NATIONAL 
INCOME AT DIFFERENT LEVELS OF PRICES 


Price level = 

So 

xoo 

120 


MilUons 

Mimons 

Milhons 

(а) Public debt service 

(б) Interest and rent . 


tn 

40s 

66s 

Fixed money obligations 
(il Other governmental expenditure 

(2) Profits of enterprise 

(3) Wages and salaries 

1,070 

208 

499 

1.471 

■'SS 

685 

2,020 

1,070 

2,569 

Residue .... 

fa.i78 

£2,990 

£3,802 

Total 

£3,248 

£4,060 

£4,872 


1 Taken from a Memorandum on "Monetary Stability and the Gold 
Standard,” submitted by Sir Henry Strakosch to the Gold Delegation of the 
League of Nations 
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The distribution of the national income has been split up into the 
constituents of (a) Public Debt Service and (6) Interest and Rent, 
virhich are grouped together under the main heading of " Fixed 
Money Obligations”; and (i) Other Governmental Expenditure, 
(2) Profits of Enterprise, and (3) Wages and Salaries, grouped 
collectively under the main headiig of “ Residue.” The first group 
comprises the obligations in respect of contracts mvolving fixed 
money payments. It includes, apart from interest and redemption-^ 
charges on the National Debt, the interest on debts of public bodies 
and private undertaldngs, also rent on landed and house property and 
pensions. These obligations may be said to constitute a first charge 
on the national income. They have to be met whatever the income 
may be, if the default is to be avoided. The second group headed 
"Residue,” represents the balance ofthenationalincome thatisavail- 
able to meet («) Governmental Expenditure other than debt charges , 
(6) Profits of Enterprise, which mdudes all dividends of a variable 
type, such as accrue to holders of ordinary or deferred shares of 
companies, and, finally, (c) Wages and Salaries. It is this “ Residue” 
that, on the one hand, has to bear the burden of any deficiency of 
production or any fall in the price level, and that, on the other hand, 
reaps the benefit of an increase of production, or a rise in the general 
level of prices. The same figures are illustrated as percentages in 
the diagram on page 23. 


TEST PAPER 1 

1. What is meant by the "value of money" ? What difficulties arise 
in applying the general theory of valne to money ? 

2. Explain generally the method on which index numbers are con' 
stnicted, and the precautions which are necessary in order to avoid 
misleading results. 

3. Construct an "mdex” number for any five commodities you like, 
comparing their prices, as fax as you can ascertain, ten years ago 
and now, and show what change, if any, in the purchasing power 
of money is thus suggested 

4. value of money both within one country and between couU' 

tries 13 determined by the demand for it m relation to the suunlv 
available " Consider this statement ^ 

5. Indicate how the laws of supply and demand operate in deter- 
mimng the value of money, Define exactly the sense in which yon 
mtend 'money” to be understood, and justify your use of the 
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6. What IS meant by the Quantity Theory of Money? State any 
objections that have been brought agamst the theory and say how 
far, in your opinion, these objections can be justified. 

7 What IS the effect of rapidity of circulation of money on prices ? 

8. If the money m everybody's purse were miraculously doubled, 
what would be the effect on prices? 

g. Criticize the proposition that "general prices are directly propor- 
tionate to the quantity of money m circulation. " How would you 
amend this statement of the theory of the value of money’ 

ro Explain the terms "inflation" and "deflation." How would you 

' measure the degree of inflation of a country's currency? 

ir What effect would you expect a long-continued rise in the price 
level to have upon the accumulation of capital ? 

12 What are the chief effects upon the distribution of the national 
income of a gradual rise m the general level of prices ? 

13 Examme the consequences to tlM various groups in the community 
of alterations in the purchasmg power of money, and suggest any 
means which you thi^ might prevent such alterations 

14 How does a general rise m prices affect — 

(i) The busmess section of the community? 

(21 The wage-earners? 

(3) Salaried earners ’ 

(4) The investmg class? 

Illustrate from post-war conditions in Europe 

15. Examme the nature of the proposals for a "managed currency" 
for the purpose of maintaining a stabilized level of prices, and 
point out the difficulties involved 

16. Which would you choose — a slowly felling, a slowly rising, or a 
steady price level? Would you advocate State action to help in 
achieving your choice’ 

17. " In order to secure stability in the pnce level, some central 
authority would have to enter into a written contract with Nature " 
Discuss this statement in relation to proposals for stabilizing the 
price level 

18. In spite of the fact that we have paid off several hundred millions 
of pounds in the interval, the real burden of the National Debt is 
greater now than at the end of the War. What is meant by this 
statement? 



CHAPTER ir 
Monetary Standards 

We have, in the course of the last chapter, examined certain of the 
general relationships existing between money and the general level- 
of prices, and we have considered some of the very serious conse- 
quences which may arise through instability in the value of money. 
There is some considerable difference of opinion as to the precise 
significance which must be attached to monetary and non-monetary 
factors in setting up long-period fluctuations in the general level of 
prices. Yet, as the Macmfllan Committee pointed out in their 
report— 

The geneial price level must be governed by the volume of purchasing 
power directed to the buying of current cutout relative to the volume 
of this output Moreover, the behaviour of the world's banking and 
monetary systems as a whole must have a considerable influence on the 
volume of such purchasing power. To this extent, at least, the general 
pnee level is rightly described as a monetary phenomenon; and the 
controversy turns on the degree to which in practice a monetary system 
can exert its influence to remove difficulties due to changes in the rate 
at which such purchasing power circulates or in the uses to which it is 
put. 1 

It is an impossibility to separate monetary from non-monetary 
factors and to consider them apart, since each exerts a powerful 
influence upon the other. So far as the monetary aspect of the 
question is concerned, discussion has centred upon the nature of the 
standard which should be employed in order that the functions of 
money may best be fulfilled. * In this connection there is one school 
of thought which would remain true to tradition and adopt some 
form of gold standard, whilst others propose some different manner 
of regulation. 

OBJECTS OF THE GOID STANDARD. In modern times, the mone- 
tary standard upon which the leading commercial nations of the 
world have pinned their faith is that of gold. For centuries, gold has 

^ Report of the Committee on Finance and Industry. Cmd. 3897. 

• For a discussion of the Nature and Functions of Money, see Economics of 
Production and Exchange (Pitman), by the same authors, 
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stood, rightly or wrongly, as the symbol of solid, substantial wealth, 
and has been a serviceable standard of value. At all times, and 
amongst people at every stage of economic development, gold has 
been held in high esteem, partly on account of its scarcity and partly 
on account of its attractive appearance and utility. Yet, it is only 
within comparatively recent times that the "gold standard” has 
gained anything like wide acceptance. England, the pioneer of its 
.introduction, did not establish it by any conscious and deliberate 
act. Edward III attempted to introduce a gold florin, but his scheme 
was a failure. During the seventeenth centuiy both gold and silver 
were corned, but owmg to the fact that the trade with the East as 
conducted by the East India Company required large quantities of 
silver, the relative value of silver as compared with gold tended to 
increase. Following a report presented by Sir Isaac Newton the 
Government reduced the price of the gumea from 21s. 6 d. to 2is., 
but even at this figure it was over-valued. For the next thirty years 
there were heavy issues of gold com and a contmuous disappearance 
of silver until, by the middle of the eighteenth century gold had 
definitely supplanted silver. It was not, however, until the last 
thirty years of the nineteenth century that the other Emropean 
powers followed the example of England, though by the close of the 
century there was no important European state whose currency was 
not either based on gold or related to it. 

When we refer to a country as being on a gold standard we do not 
thereby infer that there is a uniformity in the currency arrangements 
of aU the countries comprising the gold standard group. A golA 
standard exists when the monetary unit of a country— for example, the 
pound, the dollar, or the franc — is defined in terms of a fixed weight of 
gold and where, by law or custom, any other means of payment can be 
freely converted into gold or the equivalent of gold. It is not absolutely 
necessary that this right of convertibihty shall be conferred by 
statute ; it is sufilcient if the currency authority never refuses to give 
gold or the equivalent at a fixed price for the local currency, or vice 
versa. Secondly, m addition to this right of convertibihty, there 
must exist an uiuestricted right to import and export gold. Hence, 
when we speak of an international gold standard, we refer to — 

. . the simultaneous presence, m a group of countries, of arrangements 
by which, in each of them, gold is convertible at a fixed rate into the 
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local currency and the local currency into gold, and by which gold 
movements from any one of these areas to any of the others are freely 
permitted by all of them ^ 

The first and most important objective of the international gold 
standard is to keep the exchange rates of the different national cur- 
rencies as constant as possible, and this has the effect of securing a 
certain measure of correspondence m the levels of prices ruling all 
over the gold standard area. The number of monetary systems in , 
the world is legion ; most countries possess their own national unit 
of account by which they measure the value of their goods and 
services. When, therefore, trade takes place between one nation and 
another, each of which has a diffearent monetary unit, we require 
some reliable method of ascertaining the exchange value of the 
goods. It is evident that the task will be made much more simple if 
each monetary unit is capable of being expressed in terms of a com- 
mon commodity — gold. Under such an arrangement we are certain 
that a pound is, within narrow limits, worth a feed number of francs 
or dollars as the case may be. Fcomerly, in many cases, the transfer 
of goods took place against gold itself, but the growth in the volume 
of international trading transactions has made the use of credit 
instruments imperative. Nowadays, therefore, the process is in- 
direct and the exchange rates of the different currencies are kept 
constant by making the actual instruments of payment employed 
convertible at a fixed rate into a single commodity which, in most 
cases, is gold. This option of convertibility is excrased only in a 
minority of cases, but its existence is sufficient to secure the 
requisite d^ee of stability. 

Further, the gold stand^d furnishes an objective test of the cor- 
respondence of the local currency policy with that pursued by the 
rest of the world, and at the same time provides the means whereby 
any temporary disequihbrium may be put right. Such a temporary 
disequilibrium may arise from a sudden check to exports due to the 
failure of a crop m an exporting country. What is required in such 
a case is the possession of some one eiqiortable commodity, the value 
of which will not fall— in the short period at aU events. Gold is such 
a commodity which can be employed in moments of emergency. The 


' Di. T E. Gregory, Tht Gold Standard omd %ts Future. 
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manner of its working may be illustrated by the following example. 
Let us suppose that m two countries gold coin is the only medium of 
exchange available and that in one of them, which is purely agricul- 
tural, there is a failure of the harvest which causes a sudden drop in 
exports. Imports of manufactured goods from the other country are 
not appreciably diminished, so that there is an excess of imports 
over exports, the qurplus being paid for by an export of gold. This 
Joss of gold will have diminished the total amount of money available 
in the agricultural country, so that each unit will purchase more 
goods in the home market or, in other words, the general level of 
prices will fall. This decrease in domestic prices will have made 
foreign goods less attractive as compared with home-produced goods 
so that imports will receive a check. On the other hand, the low level 
of prices will create a favourable market for foreigners to buy in, so 
that imports wiU tend to be stimulated. This tendency will be 
accentuated by the fact that the country receiving the gold wiU have 
expenenced a rise in prices This movement will go on until imports 
and exports between the two countries balance one another at the 
new level of prices. 

In actual fact, of course, the position here outlined has an artificial 
simplicity which is somewhat removed from actual experience. In 
no country is payment effected by the use of gold alone, whilst under 
post-war conditions, it is rarely employed at all The internal cur- 
rency of most countries is now supplied by legal tender bank notes, 
a subsidiary or token coinage, cheques, and other credit mstruments. 
In a gold standard country, a certain proportion of this credit cur- 
rency stands in some relationship to the quantity of gold available, 
but the precise effect of an influx or an efflux of gold upon the price 
structure is apt to be very indeterminate For example, if the gold 
goes into the hands of the central bank which can issue, say, notes 
up to three times the amount of its gold reserve, then the acquisition 
of gold may have an effect on the price structure which is dispro- 
portionate to its magnitude. On the other hand, if the central bank 
uses the additional gold merely to strengthen its reserves, it will have 
no effect whatsoever on the general level of prices. Under conditions 
where the system is allowed to function properly, however, the 
general result is to achieve an equilibrium between the price and 
income structures of the various countries. The international gold 
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standard does not, however, imply an identical price level in all 
areas covered by it — ■ 

What the international gold standard does do is to force prices and 
money incomes in different trading areas into such a relationship that 
the balance of pa3rments can be adjusted without gold flows in either 
direction. To put the matter somewhat differently, the international 
gold standard creates, not a common pnce level but an integrated price-and- 
income structure, the various parts of which stand in an organic relation- 
ship to one another,! 

Another objective of an international gold standard is to attempt’ 
to preserve a reasonable stability of mtemational prices, not only 
over space, but also over time. The mere existence of such a standard 
does not, however, guarantee stability of prices either over space or 
over time. As Mr. J. M. Keynes has pointed out, such stability as 
the gold standard has achieved in the past, cannot be attributed to 
any inherent tendency on the part of supplies of the metal to keep 
step with the demand for it. 

I think it is an illusion to suppose that there are any special char- 
acteristics governing the supply of gold which make it likely to furnish 
automatically a stable standard of value, except the characteristic 
which it shares with all durable goods — ^namely, that the increment of 
the total supply m any year is likely to be very small. Apart from this, 
gold has depended, and will contmue to depend, for its stabihty of 
value, not so much on the conditions of its supply, as on dehberate 
regulation of the demand * 

Although gold, in common with other instrumental goods, is 
relatively stable in value, it lias been found in the past to offer us no 
really effective guarantee of immunity from fluctuations in the 
general level of prices over a long term of years. Numerous historical 
examples are to be found to demonstrate the instabihty of gold 
prices. As a result of Alexander’s campaign m Persia, for instance, 
such enormous sums of gold were brought back that the level of 
prices in the Levantine world was completely disoTgamzed. In 
modem times, between 1874 and 1896 the value of gold increased by 
about 40 per cent because of a decline m output in the face of in- 
creasing demand, and consequently caused a disastrous fall in prices. 
In 1886 the rich gold deposits of the Rand were opened up whilst, 
almost at the same time, the cyanide process was introduced, 
thereby providing a more ef&aent method of extracting the metal 
! Dr. T. E. Gregory, op cU 
‘ J- M. Keynes, A Treatise on Money, Vol. II 
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from the ore. As a result, the level of gold prices rose steadily from 
i8g6 onwards. 

Again, in the post-war period, between 1925 and 1930, gold 
appreaated m value by about 28 per cent, so that in actual practice 
the adoption of a gold standard is far from ensuring stability of 
prices over periods of tune. As Sir Henry Strakosch has put it, the 
nations of the world have been content to tie their currency and price 
level ships to a common buoy — gold, but they have no guarantee 
that the buoy is itself firmly anchored. There is nothmg in the con- 
struction of the gold buoy to prevent it from 3neldmg to the currents 
of supply and demand, and from drifting to wherever these may take 
it, dragging with it the ships that are made fast to it. 

CHANGES IN THE GOID STANDARD. The gold standard to which 
we have become accustomed in the post-war period differs in a num- 
ber of material ways from that which prevailed in pre-war days. 
Possibly the most significant and far-reachmg of these changes has 
been the dethronement of gold as a circulating medium of exchange. 

The long age of commodity mon^ has at last passed finally away 
before the age of representative money. Gold has ceased to be a com, a 
hoard, a tangible claim to wealth, of which the value cannot shp away 
so long as the hand of the individual dutches the material stuff It has 
become a much more abstract thmg — ^just a standard of value ; and it 
only keeps this nominal status by b^g handed round from time to time 
in quite small quantities amongst a group of central banks, on the 
occasions when one of them has been inflatmg or deflatmg its managed 
representative money in a difierent degree from what is appropriate to 
the behaviour of its ndghbours. ^ 

Prior to the outbreak of the World War, the monetary system of 
most gold standard countnes was composed of gold coin, bank notes, 
cheques drawn on sight deposits, and a subsidiary coinage. Gold 
was in free circulation, and drifted in and out of the bank reserves. 
In 1914, however, there was a widespread suspension of gold pay- 
ments and the minting of gold coin was stopped. The active gold 
circulation shrank rapidly and was replaced by notes, whilst the 
bulk of the gold sto^s of the bel%erent countries became con- 
centrated in the vaults of the central banks. In England, for 
example, although the new currency notes were nominally convert- 
ible into gold, the public were appealed to by every possible means, 
through the Press, in Parliament, and by the banks, not to ask for 
1 J M. Keyuess, op cU. 
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gold. Although there was no definite legal abandonment of the gold 
standard in this country during the War, the Government, by 
administrative action, gradually weakened the linlc with gold. 

Since the War attempts have been made to bnng about a revival 
of the circulation of gold coin, chiefly in Holland and Switzerland, 
but these have been unsuccessful, as the pubh’c have largely lost the 
habit of using gold. In 1925, England created a new system under 
which the obligatory conversion of notes mto gold coin was aban- 
doned and notes were convertible merely into gold bars. Under the 
Gold Standard Act of that year, the Bank of England was com- 
pelled to sell gold in bars of approximately 400 ounces of fine gold at 
the rate of £3 17s. lo^d. per ounce of standard gold to any person 
who asked for it. It is interesting to note that Ricardo had advo- 
cated a very similar plan in 1819 when the resumption of cash pay- 
ments by the Bank was under discussion. He suggested that banlc 
notes should be made convertible into bullion only, that gold coin 
should not be put into circulation, and that small notes should be 
made legal tender instead. It was this system which came into 
operation in 1925 under the name of the gold hidUon standard., in 
contrast to that prevailing in pre-war dajre known as the goU specie 
onfnU gold standard. In 1928, the French introduced a variation of 
this new system when the Bank of France was given the option of 
redeeming notes either in gold bars or in gold coin In support of the 
gold bullion standard and against the free circulation of gold coin, it 
has been said — 

The economic reasons against putting gold into circulation are aimpi g 
and clear. If the gold in the reserve is transferred to the circulation, the 
^ucture of credit that can be built on that reserve is pro tanto reduced. 
The greater the proportion of gold in circulation, the less the elasticity 
of the currency system. In a system that consists solely of gold coins, 
there can be no elasticity as the currency can only be increased by 
taking payment in gold for the balance of exports over imports and it 
can be decreased by the contrary process only. In short, the less the 
gold in circulation the more will be the gold in the reserves and the 
greater the elasticity of the structure of credit that can be built thereon. ^ 

In pre-war days, under a gold specie standard, the gold reserves of 
any country consisted in the coin in circulation, together with the 
reserves held, in the central bank. At the present day, however, with 
368 CoMmUsion on Indum Currency md Finance (Cmd. 
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a gold bullion standard, the reserve in the hands of the central bank 
represents, to all intents and purposes, the total gold reserve of a 
country. The consequence of this concentration has been to effect 
some economy in the use of gold. Indeed, the system was adopted 
largely as the outcome of apprehensions of a shortage of gold which 
were expressed at the Brussels and Genoa Conferences. The con- 
centration of gold in the hands of a central bank does not mcrease the 
gold holdings of a country, but it ensures its more effective employ- 
ment in the creation of credit, and the role which it plays in the 
market gams m relative importance. 

Since the War, however, not only have gold reserves tended to 
become concentrated m the hands of central banks, but in many 
cases such reserves have been either supplemented or replaced by 
other t3ipes of security. The nature of the reserves which are per- 
mitted by the charters of such central banks are subject to consider- 
able variation, and consist, not only of metal, but also of foreign 
exchange daims in external currendes, or short-term securities 
convertible into gold— often referred to as divisen. This arrange- 
ment is known as the gold exchat^e standard which, although prac- 
tised in pre-war days, was not worked in the same way as at present. 
Before the War, though central banks might have power to hold 
foreign exchange as part of their reserves, they could redeem their 
notes in gold coin only. Since the War, bank charters have been 
modified so that notes may be converted into gold either in the form 
of coin or bullion, or into foreign exchange which is itself legally 
convertible into gold. 

The popularity of the gold exchange standard is based upon the 
assumption that foreign exchange is as good as gold as cover for the 
national currency. In point of fact it is not so regarded by many 
people. There would appear to be a certain stigma attached to a 
gold exchange standard on account of an implication that it is 
adopted only by those countries which are economically weak. 
Again, a gold exchange standard may not command any great 
measure of confidence amongst a people in a primitive stage of 
economic development. Thus, in exanuning the case for such a 
ssretem in India, it was said that — 

The basic right of convertibihty Ihat supports an exchange standard 
is too abstract for the present conditions in India — ^the backing which it 
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supplies for the token currency is too intangible and invisible. Without 
some haz-lfing more certain, simple, and sohd, confidence m the stability 
of the currency will grow more slowly than it should, if it grows at all, 
and progress in the habits of bankmg and investment will be delayed. i 

Partly on account of the disfavour with which this system has been 
regarded, many central banks have adopted it as a land of transi- 
tional measure until such time as they are in a position to return to a 
gold bullion standard. In their view, holdings of interest-bearing 
foreign securities are not nearly so attractive as a stock of unpro- 
ductive gold in the central bank. 

Agam, the gold exchange system considerably complicates the 
working of the gold standard on an international basis. In the first 
place, it leads to an inflation of the international credit structure 
inasmuch as the same gold functions twice over — once in the 
country where it is actually held, and again in the gold exchange 
country where the securities which give a title to the gold are used 
as cover for the note issue. More important still, however, is the 
fact that the movement of foreign exchange from one country to 
another has by no means the same reaction on their price structures 
as a movement of gold. Under the pre-war gold specie standard, 
when gold left one country the credit structure shrank, whilst that 
of the receiving country expanded to a like extent. In the case of the 
gold exchange standard, when a central bank purchases foreign 
exchange, it increases the amount of its note issue, but at the same 
time there is no shrinkage m the credit structure of the country from 
which the foreign exchange is obtained Or, to take another 
example — 

If a central banlc keeps its foreign assets in the form of a sight deposit 
in a foreign commercial bank m a gold centre and sells its claims on that 
bank to a trader who has obligations to meet in that market, conditions 
will be created tending to compel it to curtail credit at home. But no 
reciprocal conditions will be created m the country in which the Com- 
mercial bank is situated. The commercial bank may find that the only 
change in its position is a substitution of a domestic for a foreign deposi- 
tor. Moreover, the central bank in this country may have remmned 
unaware of the transaction and be deprived therefore of the means of 
obtaining immediately information which might prove important for 
the conduct of its pohcy. ^ 

1 Report of the Royal Commisston on Indium Currency and Finance (Cmd 
268^), 

* League of Nations, Second Interim Report of the Gold Delegation of the 
Financial Committee. 



MONETARY STANDARDS 


37 


The foregoing changes in the functioning of the gold standard have 
largely been dictated by the desure to effect economies in the use of 
gold. There have, unfortunately, been other tendencies operating 
in the reverse direction, the chief of which has been a tendency to 
increase the minimum reserve requirements of central banks. The 
magnitude of this minimum reserve varies as between one country 
and another in accordance with the nature of their economic 
organization. In actual fact, the minimum reserves which are 
required by law are, m most cases, the outcome of tradition. The 
inininmm legal requirement appears usually to be in the neighbour- 
hood of 33 per cent. This percentage seems to have been adopted 
from the nineteenth century practice of the Bank of England which, 
after the passmg of the Bank Charter Act in 1844, used to maintain 
a cash proportion of about 40 per cent. 

In pre-war days, the reserve was usually calculated at about one- 
third of the note circulation, but now it is frequently based on the 
total amount of sight habilities as well. Further, m so far as the 
central banks cannot allow then reserves to fall below the minimum 
without mfringmg the law, they must accumulate a surplus over and 
above this figure in order that they may have the means wherewith 
to fulfil the ordinary working of the gold standard. Thus, all the 
central banks, whatever their legal requirements of cover may be, 
keep a margin above that legal minimum, and sometimes a consider- 
able margin. Working on a basis of a minimum reserve of 33 per 
cent, a bank of issue will naturally desire to have 40 to 50 per cent in 
gold in order to meet contingencies. Again, although the gold 
exchange standard is usually considered as one which effects econ- 
omies in the use of gold, m practice many central banks operating 
such a s tandar d show a marked preference for gold in their reserves. 

RECENT PUNCTIONINa OE THE QOID STANDARD. Partly on 
account of the changes in the nature of the gold standard, and partly 
on account of the different economic environment, which in itself has 
done much to occasion the change, the post-war gold standard has 
worked in a manner quite different from that of pre-war days and, 
in many respects, in a manner much less satisfactory. In conse- 
quence, ever since 1925, when the work of restoring the standard in 
Europe began, until 1931, when it was once more abandoned over a 
wide area, it has been exposed to continual criticism. 
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In the first place, certain of the difiBlcnlties of working the post-war 
gold standard appear to have been caused by the terms upon which 
different countries reverted to it. Great Britain was the first country 
to declare her monetary policy after the War when, in 1925, she 
decided to return to the gold standard at a pre-war parity. Her 
large foreign investments and ha: widespread banking and financial 
interests provided a special incentive to this course of action while, 
in addition, it was felt that she was under a certain obligation to give 
a lead to other nations to restore order to their chaotic currency 
systems. Unfortunately, her example was not followed, with the 
result that — 

Great Britain established a gold panty which meant that her existing 
level of sterling incomes and costs was relatively too high in terms of 
gold, so that, failing a downward adjnstmmit, those of her industries 
which axe subject to foreign competition were put at an axtificial 
disadvantage. France and Belgium, on the other hand, somewhat later 
established a gold parity which, pending an upward adjustment of then* 
wages and other costs in terms of francs, gave an artificial advantage to 
their export mdustries. * 

The reversion of this country to the gold standard on these terms 
was not achieved without protest. The Federation of British 
Industries, for instance, m a memorandum submitted to the Cunliffe 
Committee, pointed out that the immediate result of a return to the 
gold standard would be the raising of the exchange value of sterling 
to parity with the American dollar. Since the position of the 
exchanges between two countries ultimately depends on the level 
of prices within them, and Bntish prices were then said to be 10 per 
cent above American prices, a return to parity with the dollar 
involved either a fcAl in British prices through drastic deflation or a 
rise in American prices through a correspondmg inflation there. 
The accuracy of this figure of 10 per cent for the difference in price 
levels has been called to question by Professor Gregory, since a com- 
parison founded on different index numbers shows that the pound 
was imdervalued in terms of dollars in 1924. Hence, "the immediate 
results of the return to the gold standard were consistent with either 
view — ^with the view that this step led to an overvalued exchange or 
with the view that the parity actually chosen ended a period of 
undervaluation.” ® 

Report of the Committee on Finance and Industry. 

* Dr. T. E. Gregory, op. cit. 
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Great Britain therefore returned to the gold standard at the pre- 
war parity as a result of a determination on the part of the City of 
London to Tr)a.iTita.in its position as the world’s financial centre. It 
was felt that the international gold standard had, in pre-war days, 
conferred immense benefits on aU the trading nations by providing 
an international means of pa3mient and furthering development and 
production all over the world. It was hoped that by its restoration 
these benefits would once again be enjoyed by those adhering to it. 
As a great creditor country, the deflation which this policy entailed 
conferred certain advantages inasmuch as it compelled our debtors, 
who mostly owed us debts reckoned in our own currency, to pay us 
more in real things as the value of the pound went up. Yet, there 
have been many forebodings as to the consequences of this policy 
not only from interests in this country, but also from observers 
abroad. Thus, M. Andr 4 Siegfried, writing in his much-discussed 
book, England's Crisis, before the abandonment of the gold standard 
in September, 1931, said— 

England has achieved a state of financial equilibrium but not an 
economic balance The last word, however, has not yet been said, for 
if the pound is kept at the present level and the financial prestige of the 
nation is maintained, it may cost England her financial power, since 
that power is based on, and is inseparable from, a prosperous mdustry 
An mgrained mstmct caused the Government, nghtly or wrongly, to 
consider restoring the currency as an essential duty, but m the last 
analysis it is industry which has to pay for saving the pound sterling. 

Now it is quite true that the stabilization of the pound at its pre- 
war parity, involving as it did a nse in its value, was bound to throw 
a strain on industry, particularly the ei^ortmg trades, and that this 
stram might become unendurable if they failed to meet the position 
by a downward revision of costs. None the less, it is difficult to 
attribute to monetary policy all the misfortunes which have afflicted 
British industry since 1925, as some observers have maintained. In 
fact, the functioning of the gold standard and the fortunes of British 
industry have alike been affected since the War by a variety of 
new economic influences. 

One complication which has arisen since the War is the fact that 
the power to lend capital has been disturbed. In pre-war days, 
England, France, and to a smaller eictent Germany and other Con- 
tinental countries, lent year by year some £300,000,000 of new 
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capital to developing countnes, amongst which America was by 
far the most important. After the War, however, the whole position 
had changed, for Germany had become a borrower, whilst France, 
p consequence of the losses which she had suffered in Russia, was . 
reluctant to act in the role of a long-term lender, although she pos- 
sessed the necessary resources, but preferred to invest capital in 
short-term loans. In the case of Great Britain, there was available 
•only a much smaller surplus of funds for new investment, and of the 
amount which was available, a greater proportion was being invested 
at home. Finally, durmg the War America changed completely from 
a debtor to a large creditor country and, in consequence of the large 
sums due to her annually in respect of payments of interest, had a 
considerable surplus available for investment. As the authors of the 
MacmiUan Report pointed out, however — 

This re-distribution of lending power need not, however, in itself have 
interfered with the working of the gold standard. The difficulties have 
arisen through the partial failure of the two recipients, during the last 
two or three years, to employ the receipts in the way in which Great 
Britain had always employed hers, namely, either in the purchase of 
additional imports or m making additional foreign loans on long-term. 
On the contrary, they have required payment of a large part of their 
annnfll surplus either in actual gold or m short-term hquid claims. This 
IS a contmgency which the normal worldng of the international gold 
standard does not contemplate and for which it does not provide 
One important contributory cause of this unsatisfactory state of 
international investment may be ascribed to the very high degree of 
political influence which has been exercised in economic affairs 
since the end of the War. We have seen the creation of an intense 
nationalistic spirit in Europe, a totally new regime in Russia, the 
complete consequences of which cannot yet be foreseen, extreme 
discontent in India, and an ever-increasing condition of strain m the 
Far East. These, and many other events, have shaken the confidence 
which is so vitally necessary for international investment. Most 
unsatisfactory of sdl, however, have been the problems arising out of 
the settlement of war debts and reparations. During the War each 
belligerent country borrowed large sums of money in order to meet 
its heavy burden of expenditure. The greater part of these sums 
was from the subjects of the country concerned, but very large 
amoimts were also borrowed abroad, especially from the United 
States which, both before and after their entry into the War, supplied 
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Europe with large quantities of goods without receiving any equi- 
valent imports from Europe. In consequence, after the War was 
ended, the European countries owed large sums for interest and 
repayment of principal to the United States, and m addition, most 
of them also owed considerable amounts to Great Britain. These 
debtor countries, m order to obtain some degree of relief from the 
crushmg weight of these burdens, have attempted to collect from 
Germany the means of pa5'mg their debts. The position of this* 
country m respect of these matters was defined in 1922, when under 
the terms of the Balfour Note she declared that she would receive 
from her foreign debtors neither more nor less than she had to pay 
on her own war debt to Amenca. But countnes such as France and 
Belgium, which had suffered from a wholesale destruction of pro- 
perty durmg the period of hostihties, were by no means inclined to 
adopt a similar attitude. These countries felt themselves entitled 
to claim from the Germans a great deal more than they owed to 
America, m order to assist in the restoration of their devastated 
areas and to lessen their own internal burden of taxation. 

The financial complications which have ansen in consequence of 
attempts to arrive at a settlement have undoubtedly played a very 
important part in the creation of the acute cnsis of 1931. The new 
creditor countries — ^particularly the United States in regard to war 
debts and France in respect of reparations payments — ^have not 
shown themselves alive to the responsibilities of their position. 
Broadly speaking, a debtor country can pay interest and capital m 
terms of goods, or of services, or in gold, or in securities — ^the most 
usual method being the first. Thus, in the past. Great Britain has 
filled the role of creditor country with conspicuous success because 
she has shown herself willing to accept payment in goods, whilst 
British investors have shown great willingness to invest capital 
abroad. In the case of the United States, pa3nnent in goods has 
proved to be an impossibility because she maintained a high pro- 
tective tariS in order to exclude those ^ods in which alone Europe 
had the means to pay For a time the situation was met by the re- 
mvestment of these sums due to Amraica in long-term loans to 
Europe, but in 1928 this investment ceased. In consequence, the 
European debtor nations have had to settle their indebtedness by 
the transmission of gold. In common with the United States, 
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although for rather different reasons, France also enjoys a strong 
creditor position with the same result, namely, that gold has shown 
a persistent tendency to flow to Pans and remain there. In order to 
meet this combmed demand, the debtor countries poured out their 
gold until their supplies were on the verge of exhaustion, so that 
France and the United States soon found themselves in possession 
of the major portion of the world’s gold stocks. Now, as Sir Henry 
.Strakosch has pointed out — 

If the gold standard had been allowed to function as it is meant to 
function, the influx of gold would have increased the available purchas- 
ing power of the commumty m the gold-receiving countries, and would 
have raised their domestic level of prices. They would thus have become, 
for other countnes, favourable markets to sell in and unfavourable 
markets to buy from. Imports mto the gold receiving countries would 
have been fostered and exports impeded If these movements had been 
allowed free play, the effect would have been to estabhsh a new equili- 
brium between imports and exports, and thus to stop or circumscribe 
the flow of gold But the two countnes dishked seeing such a new 
equihbrmm established because they doubtless feared that it would 
produce inconvenient reactions on their domestic industries. The inflow 
of gold was therefore prevented from exercising its influence on their 
price levels, and tariffs and otiier banners were placed m the path of 
imports. ^ 

SUPPIY AND DISTRIBUTION OP OOID. There has recently been 
rnadp. a number of attempts to explain the deficiencies of the gold 
standard. Some wnters have attnbuted the difficulties of working 
to an absolute scarcity of gold, whereas others, reasoning on the 
lines indicated above, blame the faulty management of the standard 
by certain nations, leading to a mal-distribution of gold amongst the 
countries employing it. Those who talk of a world scarcity of gold 
argue that the total stock of the metal is being increased at a slower 
rate tbari that at which the production of goods is increasing, and, 
consequently, money incomes cannot be increased through the 
structure of notes and credit as rapidly as goods are produced. The 
central bankmg institutions of the world, therefore, engage in a 
scramble for such supplies of gold as are available, money becomes 
more valuable, prices fall, and depression sets in. In considering the 
question of gold scarcity, we have first to determine what constitutes 
a "sufficient supply" of gold. This may be said to depend largely 
upon two factors which are themselves of a complex nature. It 

1 The Crists, a memorandum printed as a supplement to The Economist. 
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depends firstly upon the rate of growth of production and population 
in the gold-using countries, and secondly, upon the existing practices 
of central banking institutions. If, in the face of these vanable 
factors, the supply of gold is such as to enable a constant level of 
prices to be maintained, then we may say that it is adequate 
It has been maintained by certain writers, such as Professor Cassel, 
that the stock of monetary gold is beir^ added to at a slower rate 
than that at which the physical output of the world’s industry and^ 
trade is increasing, and that this deficiency of gold has played a 
decisive role in the world slump in prices of 1929-32. Yet the 
validity of this conclusion is difficult to accept, smce all the loiown 
facts of the case do not lend support to it. 

The issue can only be settled by an appeal to the known fact that 
between 1925 and 1929 the world was passmg through an epoch of great 
economic progress. The gold supphes and the volume of purchasing 
power built upon these supplies must have been sufficient to support 
that advance, for it in fact took place No change in the supply of gold 
has smce taken place sufficient to explain the altered circumstances. * 

The annual increase in gold supplies was rather less than 4 per 
cent of the existing stock, and it is hardly likely that a fall in this 
increase would affect prices suddenly and seriously. Moreover, 
there is considerable elasticity in the structure of credit which is 
built cm gold, so that it is possible for money incomes to vary to some 
extent apart from gold reserves. 

With regard to the future, the position is more uncertain It has 
been calculated that an increase of about 3 per cent per anmim in 
monetary gold stocks is required in order to keep prices stable if 
the world’s rate of development is not slowed down. Yet it is 
anticipated that after 1932 there is likely to be a substantial decline 
in gold production— a decline which is hkely to gather momentum 
after 1935 on account of the gradual exhaustion of the South 
African mmes. The need for this 3 per cent increase, which has been 
stressed both by Mr. Kitchen and Professor Cassel, has been criticized 
on a number of grounds. The figure was based on the actual experi- 
ence of the years 1850 to 1910. During this period, however, 
practically the whole western world changed over from a silver to a 
gold standard, so that any demand for gold was something that had 

1 Dr. T. E. Gregory, op. nt. 
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no relation whatever to normal monetary growth. Further, the 
same period saw a great development of credit instruments and 
orgamzation tending to effect great economies in gold. It would in 
consequence appear that any comparison of the facts of this period 
with those of our own day may easily lead to totally unwarranted 
conclusions. 

Whilst the available figures serve as a warning that, unless definite 
steps are taken to avoid the danger, a fall of prices due to insufficiency 
of gold will undoubtedly occur m liie future, they by no means prove 
that the gold problem is one so closely hnked with the physical facts of 
gold production as to make the outlook m any way a hopeless one. On 
the contrary, it seems probable that, given good -will and understandmg 
on the part of the world’s monetary authorities, the dangers threatening 
the price level can be postponed for a period of time sufficiently long to 
deprive the problem of practical importance. ^ 

ECONOMIC IN GOLD, Certain lines of policy have been indicated by 
the League of Nations Gold Delegation in order to avoid a future 
shortage in the supply of gold, such as — 

1. Concontidtlon of Gold in the Bosoms of Contra! Bonks. As already 
pointed out in discussing the post-war gold standard, there has been 
a widespread discontmuance of the use of gold coin for domestic 
currency purposes, This practice does not, of comrse, increase the 
gold stocks of a country, though it does ensure that they will find 
more effective employment for monetary purposes. It has facilitated 
the administrative work of those responsible for monetary policy by 
enabling banks of issue to follow from week to week the variations 
which take place in the total demand for currency. It has also dis- 
couraged hoardmg, which constitutes a direct and useless charge on 
the gold supplies of a community. The issue of gold certificates — 
a form of currency employed in the United States — ^is almost as 
wasteful as gold com in circulation. Gold certificates are, in fact, 
merely a kind of warehouse receipt giving the pubhc the option of 
bnlHing either the paper or the amount of gold which it represents, 
and are fully covered by gold. On such a basis, no structure of 
credit can be built and gold is immobilized to an unnecessary degree. 

2. Bednction of i winlmiim Begem Batios. If economy of gold is to 
result from this concentration in the hands of the central bank, then 
the reserve pohcy followed by the banks must be directed to this end 

1 Report of the Committee on Finance cmd Industry. 
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also. As we have already seen, the tendency since the war has been 
directed against economy m this respect, since under a variety ot 
pretexts, central banking minimum reserves have tended to increase 
in magnitude. It is, of course, inevitable that, in the absence of a 
gold circulation, gold reserves at the central bank should show an 
mcrease, since upon them alone depends the making of any necessary 
monetary adjustments. This function is performed, however, by 
the working reserve, that is, the surplus of gold held over and 
above the minimum legal reserve, so that the new position, while 
rfllUng for an mcrease in the working reserve, cannot be used to 
justify the mcrease m the minimum reserve requirements which has 
occurred. In fact, by mcreasmg the minimum reserve from an 
average of 33 per cent to 40 per cent and by enacting that this 
reserve must be held against sight liabilities as well as note issues, the 
effective working reserves of central banks have actually decreased. 
The purpose of the minimum reserve is largely to establish confidence 
on the part of the general pubhc, and any attempt on the part of a 
single central bank to reduce its reserve requirements might have 
the effect of weakening confidence in the currency. By concerted 
action amongst a number of central banks, however, it should be 
possible to effect a reduction of current legal minimum reserve ratios, 
due regard being paid to the econoxmc circumstances of the different 
countries 

3. Bcduotlon ol Working Bosorvos, This aspect of the question is, of 
course, inseparably connected with the foregoing. It should be 
possible to arnve at a common understanding between central 
banks with regard to the proportion of gold held over and above their 
minimum legal ratios. In this connection it would be necessary to 
recognize that different countries would have different needs which 
are determmed more by the extent of foreign trade than by the 
needs of domestic business. The essential point is that gold should 
be available for export m case of need, and the magnitude of 
this reserve wiU vary according as a country is predommantly 
agricultural or mdustrial, or whether it is a debtor or a creditor. 

The United States of America, for example, needs comparatively 
little gold, because from its creditor position it would be able to check a 
gold outflow by very moderate advances in rates which would be fol- 
lowed by the usual repercussion upon security movements and trade. 
On the other hand, a country hke Brazil needs a relatively large gold 
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reserve or gold exchange because it is a country which is mainly agricul- 
tural. Its exports are largely made up of coffee, a product subject to 
considerable variation from year to year on account of differences in the 
crop and the course of prices. Moreover, the country is heavily a debtor 
country. Therefore, no possible increase in discount rates and other 
lending rates in Brazil could be rehed upon to check an outflow of gold 
due either to withdrawals of foreign capital or to a shrinkage in the value 
of exports. ^ 

This basis of economic need, however, does not govern the gold 
reserve policy at the present day. It has been shown, for example, 
that between 1925 and 1929 the average amoimt of Great Britain’s 
gold reserves per head of her popnlation was £3-3, that of the Umted 
States was about ^£67, whilst that of France was i 6 -x in 1928 and 
jgS-o in 1929. The credit systems of the last two countries are little 
inferior to that of Great Britain, and such difference as may exist 
certainly does not justify this discrepancy. Hence there is ample 
scope for reform m this respect. 

4. Development of Credit Facilities. A further recommendation lead- 
ing to the economy of gold consists m the extension of facilities for 
payment by cheque, post office banking services, and by developing 
and improvmg the mechanism of clearings. In some countries, for 
example, the stamp duties on cheques act as an obstacle to the 
development of deposit banking, byrestraining people from opening 
current accounts. It will not, however, be sufficient to provide the 
fadlities and remove any legal restrictions. The general education 
and intelligence of the mass of the people is an important factor in 
the development of the "banking habit." Men do not use banks 
unless they have confidence in them, and they have come to be 
regarded as a settled part of the ordinary commercial mechanism of 
the commimity. 

The explanation of the defective working of the gold standard 
which is based upon the allied mal-distribution of gold stocks has a 
stronger basis of support than the gold scarcity theory. The present 
distribution of gold amongst the different countries is far from satis- 
factory and undoubtedly acted as a powerful factor in causmg the 
price slump of 1929-32. None the less, there is no satisfactory 
evidence that the mal-distribution of gold was the initiating force 
giving rise to the slump. In actual fact, the concentration of gold 

1 Dr O. M. W Sprague, The Working of the Gold Stand^d under Present 
Conditions (Proceedings of the Academy of Political Smence). 
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became much more marked after the commencement of the depres- 
sion, so that it would appear to be an effect which has aggravated 
the position rather than a cause. Further, although there were 
fairly big movements of gold to Paris and New York in the early 
months of 1929 preceding the collapse, the slump did not come from 
England and Germany, which were losing gold, but from America. 
The depression set in after the Wall Street stock market crash in 
October, 1929. The Macmillan Committee ascribed the cause of the^ 
existing distribution to the mstability of post-war international 
finance, especially to the irregularity of the flow of credit between the 
debtor and the creditor countries. Hence the problem of correcting 
the existmg mal-distribution lies in the removal or mitigation of the 
underlying causes which have led to the present concentration. 

STABILIZING THE PBICE LEVEL. It is now bemg realized that if 
we are to avoid the economic dislocations and setbacks, with their 
attendant social and political ftiction which pnce fluctuations entail, 
we must devote our attention to measures for the stabilization of 
the general level of prices There is considerable misconception as 
to what is meant by stability of prices, and many have construed 
the expression m the sense of an absolutely rigid system. To 
achieve such a position is an utter impossibility, since nothing can 
eliminate short-period fluctuations in the general price level, whilst 
still less is it possible to stabilize the prices of individual things. 
The ordinary play of market forces will always cause fluctuations 
of this nature. 

It IS not the object of stabilization to eliminate entirely short-period 
fluctuations at all Nor is it supposed that much harm mil result from 
permanent differences in the purchasing power of the monetary unit 
over a long period such as a century But the evils arising m our very 
complex and international civilization from large changes in the pur- 
chasmg power of money in periods lastmg, say, several years, up to a 
generation, are now so important and indeed critical, that we are 
forced to give serious consideration to -Hiem, whether we can ultim- 
ately prevent them altogether or not ^ 

In the course of this search for a more stable price level, the 
working of the gold standard, which forms the basis of the monetary 
syistems of the principal countries of the world, has been the object 
of considerable criticism. The majority of schemes for price stabi- 
lization aim, therefore, at the control of currency by some means 

1 Sir Josiah Stamp, "A Stable Price Level " m Lloyds Bank Monthly Review . 
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other than through the gold standard Moreover, since the abandon- 
ment of the gold standard by the majority of countries during the 
last three months of 1931, an additional mcentive has been given to 
the formulation of schemes of monetary reform. Many of these are 
revivals or variations of ideas which have already been put forward 
by monetary reformers and are designed to effect a more or less 
revolutionary change of a permanent character in our monetary 
s^tem. Others are put forward as temporary expedients of uncer- 
tain duration, having as their object an adaptation of the present 
position, and the evolution of a sjrstem by which the world can 
carry on its busmess pending an economic reconstruction which will 
allow us to revert to some form of gold standard. 

CUBEENCY EEFOBM. It is now proposed to examine, very briefly, 
the salient features of a number of the more important schemes of 
currency reform which have been put forward in recent years. 

Managed Curreney. In the first place we have the managed cur- 
rency proposals put forward by Mir. J. M. Keynes, who has con- 
demned the gold standard as a " barbarous relic.” An inconvertible 
paper currency would be put into circulation, and note issues 
strictly controlled with the object of adaptmg the currency to the 
needs of trade. Commencing with the assumption that we cannot 
have stability of the internal price level and stability of the foreign 
exchanges, but must be prepared to sacrifice the latter in order to 
obtain the former, Mr. Keynes considers that a sound scheme 
must provide — 

(r) A method for regulating the supply of currency and credit with 
a view to maintaining, so far as possible, the stability of the internal 
price level ; and 

(2) A method for regulating the supply of foreign exchanges so as 
to avoid purely temporary fluctuations, caused by seasonal or other 
inflnPtiPM , and not due to a lastmg disturbance m the relation between 
the internal and the external price level. 

In the final analysis, the levd of pnees under the existing system 
depends to a considerable extent upon the policy pursued by the 
Bank of England. Hitherto it is argued that the stability of 
exchange has been the object rather than stability of internal 
prices. This policy should be reversed and the Bank should stabilize 
internal prices by regulating the Bank Rate in accordance with an 
objective standard of value in the shape of an official index number. 
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Tins would register the price of a standard composite commodity, 
and the authorities would use aU the means at their disposal to 
prevent a movement of this index outside certain limits from the 
normal. 

This proposal has met with a large amount of criticism. It has 
been feared that such a plan would open the door to pobtical inter- 
ference in monetary affairs — a sphere where such interference has 
been almost invariably attended by disaster. Another serious objec- 
tion lies m the nature of an index number which, after all, represents 
only an average. This may remain steady whilst its components 
undergo considerable changes, for, as Mr. Hartley Withers says — 

Steadiness in average prices is quite compatible with violent fluctua- 
tions in the pnce of any particular commodity. For instance, it would 
be possible for a very rapid advance m wheat to be balanced by a very 
heavy fall in iron, and for the index number to remain absolutely 
stable while these violent fluctuations were taking place in two impor- 
tant commodities. To those engaged m industry it is not enough to 
know that there is going to be little or no change in the general average 
of prices What they want to know is what is going to happen to the 
particular commodity which they produce or in which they deal. 

On the other hand, as Mr. Kejmes points out, gold itself has 
become a "managed" currency m the post-war period, though it is 
to be feared that the rules according to which it should be managed 
have been but little appreciated. The Macmillan Committee con- 
cluded that it was no longer advisable to regard our monetary 
system as an automatic system, producing the nght result by the 
operation of natural forces aided by a few maxims of general 
application. The collapse of the S3istem which followed almost 
immediately after the Conunittee had presented its report brought 
the conviction that it is better to dispense with a gold standard com- 
pletely than to be on a gold system which is mismanaged. In fact, as 
Mr. McKenna has pointed out, the delusion that the gold standard 
operates automatically is, in a certain measure, a cause of our diffi- 
culties inasmuch as it has induced among monetary authonties a 
false sense of secunty, leading them to limit management to the 
irreducible minimum. 

In consequence of recent events there is now a strong body of 
opinion which holds that the day of latssiz faire in monetary matters 
is g&^e for ever. What is not so dear amongst those who are 
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inclined towards this view is the question of how, and to what 
extent monetary management is to be applied. For example, Mr 
McKenna has put forward the opinion that for some time to come 
we cannot hope to operate any system with success other than a 
pure managed currency without a gold basis On the other hand, he 
argues that there are undeniable advantages in a well-managed 
gold standard, but unless we can have such a standard, soundly 
managed by international co-operation, then we must definitely 
abandon gold and rely on a managed standard without any metallic 
basis at all. Hence, in his view, gold is still the most desirable basis 
for our monetary system, but it must be subject to skilled and 
resolute monetary management. 

Other writers are prepared to discard gold altogether, either 
because they can see no immediate prospect of a workable gold 
standard system, or because they are convinced that gold can never 
give the requisite degree of stability. Thus Professor J. R. Bellerby 
considers that it would be flying m the face of Providence to link 
up with gold once more. He describes it as — 

A system under which the amount of money circulating m the 
country depended on how much gold we could dig up in South Africa 
and bury agam under the Bank of England If the mines began to fail, 
we went short of money. If France or America pirated the gold on the 
way, we went short again It was a system that depended on the 
financial whim of sixty nations, coupled with a continuous succession of 
acts of God — on purely providential discoveries of gold. 

Fluctuations in the general level of prices can be eliminated only by 
so managmg the currency that it corresjionds, not to the amount of 
gold or any other metal used as a standard of value that may be 
lying in the vaults of a central bank, but to the amount of reasonable 
transactions for which it may be required at any given moment. 
The ideal to work for is a world in which local currencies have a 
stable purchasing power, and at the same time are exchangeable 
into other currencies at a stable rate. Yet, it certainly seems legiti- 
mate to ask whether, in view of our failure to manage a gold 
standard and our lack of appreciation of the difficulties involved, 
we can hope to achieve success with the more difficult task of a 
managed paper currency. Agam, as pointed out above, a position 
of absolute monetary stability cannot possibly be achieved. Mr. 
Keynes himself, in his latest work, has conceded a number of 
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limitations on the power of the banking system to control the price 
level — 

(a) It IS miicli easier to preserve stability than to restore it quickly, 
after a serious state of disequihbnnm has been allowed to set in Thus, 
if we are asked to start control operations in a situation which is already 
unstable, we may find that the position has got, for the time being, 
beyond effective control. 

(b) Granted all reasonable mtelligence and foresight on the part of 
the managers of the monetary system, non-monetary causes of mstability 
may sometimes arise so suddenly Ihat it is impossible to counteract 
them in time In this event it may be inevitable that an interval should 
elapse before stabihty can be restored 

(e) If there are strong social or pohtical forces causing spontaneous 
changes in the money rates of e&aeacy wages, the control of the price 
level may pass beyond the power of the bankmg system. 

(d) If a country adheres to an mtemational standard and that 
standard is itself unstable, it is, of course, impossible to preserve the 
stability of the domestic pnce level m face of this ^ 

Sterling Pool. After the widespread abandonment of the gold 
standard m 1931, the exchange rates of a number of countries on a 
paper standard have shown a tendency to approximate to their 
normal parity with sterling In order to overcome the disadvantages 
of a large number of independent local currencies, it has been 
suggested that all the countnes which have left the gold standard 
should endeavour to reach an imderstanding, and make arrange- 
ments under which they would maintain both the stability of their 
purchasing power and their local currencies, and stability of their 
mutual exchanges In other words, there would be created a cur- 
rency union based upon sterhng, and facilitating international 
exchanges of goods and services between the members of the group. 
In the absence of an international gold standard, such a system 
would possess for London certain advantages It would tend to 
conserve the position of the sterling bill as an international medium 
of payment and would protect the financial prestige of London in a 
certam measure. 

The present existence of the pool is largely an accidental develop- 
ment so that, in effect, London gains such benefits as arise without 
incurring any new responsibilities. It is more questionable whether 
the creation of a sterling pool should be made a matter of deliberate 
policy), since this at once raises all the difficulties of bringing about 
1 A Treatise on ATofwy, Vol. II. 
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concerted international action. Such a system would impose a 
certain measure of control from London upon the participants, and 
it is somewhat questionable whether the self-govemmg Dominions, 
who would be prominent members of the system, would be prepared 
to subordinate their interests m order to comply with a pohcy laid 
dowp. by London. Apart from this, London itself would have to 
order its financial affairs in accordance with the needs of the muon, 
and it is always possible that such a course would conflict with our 
interests. As a temporary eiqiedient the scheme has the merit of 
keeping open the channels of international trade, that is, so far as 
they are not completely choked by tariffs, but as a permanent policy 
it is too precarious to offer an assurance of stabihty. 

Piofessor Lohfeldt’s Sohome. This plan attacks the problem from 
the side of the supply of gold, and suggests that a syndicate could 
control the world production of gold. It could then adjust supply 
to demand and smooth out price fluctuations. For this purpose, 
information on the foUowmg pomts would be collected — 

1. Monetary and banking statistics of all coimtries. 

2. Information on the exploitation of all known sources of gold. 

3. Statistics of pnces in selected markets. 

4. Condition of mimng companies. 

As the author of the scheme points out, private syndicates have 
successfully controlled the output of other minerals, notably dia- 
monds, so that it should not prove an impossibility for an inter- 
national syndicate to do the same m respect of gold, more especially 
as the economic life and well-being of the world are at stake. Again, 
the syndicate would not have to be a large one in order to achieve' 
its purpose, since more than four-fifths of the world’s gold production 
originates from the British Empire and the United States. 

The aim of the S3m,dicate would be to anticipate changes in the 
value of gold and to correct them by mtelligent action. This might 
be done in times of rising prices by dosing some of the least produc- 
tive mines and paying compensation to the owners. In this way 
the supply of gold would be checked. On the other hand, when the 
production of gold became msuffident and prices tended to fall, 
the ssmdicate would stimulate production in every way possible 
by opening up new deposits and by the encouragement of research 
into improved methods of gold extraction. This plan possesses the 
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advantage of retaining the gold standard with the attendant con- 
fidence which it stimnlates amongst the majonty of men. 

Tabular Standard. This aims at the abolition of a single commodity 
as the standard, and takes in its place a tabulated group of com- 
modities in the form of an mdex number. The former medium of 
exchange is still employed, but is used m conjimction with the 
tabular standard. The system attempts to avoid the injustice which 
arises at present between debtors and creditors on account of rapid 
price changes. Under a tabular standard, debtors would be required 
to pay creditors an amount of control over commodities equal to 
the amount they have borrowed. For example, if the level of 
prices of the tabulated commodities advances lo per cent between 
the tune of making a loan and its payment, lo per cent more in 
money is paid by the debtor to the creditor. 

Tlie first and most obvious objection to this proposal arises as a 
consequence of the uncertainty of the best method of computing a 
suitable index number on which the tabular standard must be based. 
Even if this objection could be overcome in such a manner as to 
give justice to all classes, there would stiU remain a resistance on the 
part of the general public to using such a cumbersome standard, 
since all transactions in terms of money would have to be trans- 
lated into the tabular standard. Furthermore, as Professor Taussig 
points out, all transactions involvmg postponed payments would 
become uncertain — 

No man would know, when contracting a debt, what he would be 
called on to repay when it became due. He would have to watch each 
monthly or quarterly report of the mdex number bureau, and guess in 
the meanwhile how his afiairs would have to be adjusted It is true that, 
as thmgs now are, there is uncertainty; since there are changes in the 
prices of the particular things which each person buys and sells. But 
every one in business necessarily watches these changes and adapts his 
doings from day to day to the shifting conditions, indeed, so to watch 
them is a mam part of business. To add to this inevitable cause of 
uncertainty another, from unpredictable changes in index numbers, 
would make all industrial operations irregular and halting. ^ 

Supposing, however, that people were prepared to accept such a 
standard, there is still no guarantee that it would confer a greater 
measure of justice than the existing system. When prices fall 
because of changes in the productive rf&ciency of society a tabular 
^ PnmApUs of Economics, Vol I. 
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standard does not subserve perfect justice. A lends B £x,ooo now, 
and this amount of capital is capable of producing x quantity of 
goods ; in forty years’ time, when the loan is due for repayment, the 
same amount of capital will produce y additional goods, owing to 
the progress of the arts of production. Now, under a tabular 
standard, B would repay a sum of money yieldmg a product of x 
goods and retain the additional product — y goods — ^for himself. 
Yet, in so far as the improved yield of capital is not due to the efforts 
of B, he has no more moral right to this surplus than A. Hence, even 
on the score of justice, the tabular standard is not satisfactory. 

Componsatod Dollar. This plan, which has been advocated by Pro- 
fessor Irving Fisher, again rests on the use of mdex numbers. 
Gold coins are to be abolished and " gold bullion dollar certificates " 
issued, entithng the holder to dollars of gold bullion of such weight 
as may be officially declared from time to time. A loo per cent 
reserve of gold is to be mamtained against these certificates. An 
ideal composite " goods dollar " is to be constituted, consisting of a 
representative assortment of commodities worth a dollar at the 
outset, and an index number established for recording at stated 
intervals the market price of the composite goods dollar in terms of 
the gold dollar. The weight of the gold bullion dollar is to be 
adjusted in accordance with fluctuations in this index. A serious 
drawback of this plan is its unfamiliarity, and the majority of men, 
who are unused to the complexities of economic statistics, would 
find nothmg but bewilderment in such a standard. Again, the plan 
is by no means consistent with the plans which are being formulated 
for economizing gold, since the lOO per cent gold backing is as waste- 
ful as a gold com circulation. The plan depends essentially upon a 
system of control operated through mdex numbers combined with a 
paper circulation so that, apart from psychological reasons, it would 
not appear unreasonable to expect that a bank capable of managing 
such a system would go a step further and introduce a pure managed 
currency. 

The effects of the scheme upon the foreign exchanges would be 
very difficult to assess, but the vailing gold content of the unit of 
account would create instabihty. It is, in fact, extremely doubtful 
whether a coimtry could operate such a ss^stem alone, but the 
rharipjap of its introduction on an mtemational scale are remote in 

S— (6oW)“ 
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the extreme. Further, on account of the limitation of the supply of 
gold, it is certain that it could not be adopted mtemationally without 
serious modification. 

SILVEB AND BIMETALLISM. The breakdown of the international 
gold standard m 1931 has revived once agam the silver question. 
As a monetary metal, silver has become increasingly unpopular of 
recent years and, as one country after another hnked itself up with 
gold, more and more silver has been thrown on to a market in which 
there was little or no demand for it. Upon the resulting depression 
of price there has been imposed a further fall in value on account of 
the appreciation in the value of gold. Now, although the western 
world rejected silver as a basis for its currency, the metal still 
retained its old importance in the East. China uses silver in all her 
transactions, not only as a store but also as a measure of value. In 
India, agam, although the currency has been stabihzed in relation 
to gold, enormous reserves of purchasing power have remamed 
hoarded in silver. The fall in the value of silver has affected nearly 
a thousand millions of persons 

Now there is a large section of public opinion which still holds 
that the world's monetary psychology demands that currency and 
credit should rest upon a tangible metallic basis. Gold, it is argued, 
has not provided a basis of sufficient stability, so that the best way to 
preserve a metallic standard would be to widen the basis of currency 
and restore confidence m silver, especially in the East, by re-intro- 
ducing it into the world's monetary system. Without gohig to the 
length of remonetizing silver as curraacy, or making it legal tender 
at a definite and permanent ratio as under a bimetallic system, it 
would substantially increase the amount of gold available as well as 
keep up silver prices, if central banks could arrive at a common 
agreement to keep a percentage of their metallic currency reserve m 
silver at market price. The large fluctuations m the value of silver 
in recent years have been due mainly to the action of central banks 
in excluding it from their reserves; by re-introducmg it once more 
they would assist m the stabilization of its value. 

Others are prepared to go further than this and consider that the 
ultimate solution will be found in a complete system of bimetallism. 
They look to international action to solve the age-old difficulty of the 
bimetallist, that is, the adjustment of the ratio of value of the two 
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metals. Alternatively, the central bank could manage the values 
by having the option which metal it would buy or sell at any time. 
International action and agreement is slow and, having broken down 
over the more simple gold standard, we cannot feel unduly optimistic 
over a more complicated system. Moreover, in the existing condi- 
tion of things, it is not sufficient to broaden the basis of our metallic 
standard. The forces which caused the breakdown of the gold 
.standard are capable of wreckmg any other unless proper pre- 
cautions are talien. If such measures of reform are adopted, then 
gold can be made to serve the monetary needs of the world without 
further assistance. 


TEST PAPER 2 

1. Explain why, m civilized communities, gold has superseded other 
kmds of money as the standard of value 

2. What do you understand by the gold standard? Examine its 
advantages and disadvantages m the hght of what has happened in 
this and other countries smce 1914 

3. Show the use of gold m the conduct of international trade 

4 "The international gold standard creates, not a common price 
level, but an mtegrated pnce-and-mcome structure, the various 
parts of which stand in an organic relationship to one another." 
Explain this quotation. 

5 To what extent does the existence of a gold standard guarantee the 
stability of prices ? 

6 What do you understand by the pohcy of deflation? Explain how 
certain classes benefit and other classes lose when deflation takes 
place. 

7. In what respect does the gold standard at the present time differ 
from that which existed m pre-war days ? 

8 . What was the result of the passing of the Gold Standard Act of 

9. Ihstinguish between (a) a gold bulhon standard, (6) a full gold 
standard. 

10 What IS meant by the gold exchange standard ? How does such a 
standard lead to economies m the use of gold ? 

11. " The post-war gold standard has worked in a manner quite different 
from that of pre-war days, and in many respects, m a manner much 
less satisfactory.” Explain and elucidate. 

12. Account for the financial World crisis of 1931. 

13. •P’gpiaiTi the Tti aqmng of the foUowmg quotation: "Depreciation of 
the pound sterlmg will enable British exporters for a period to cut 
their selling price in foreign markets Britain felt the effect of this 
truism when the mark collapsed in Germany, the franc m France, 
and the lira in Italy. But the thing cuts both ways.” 
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14. Analyse the causes of the scarcity of gold. What suggestions have 
been made to obviate such a contingency in the future ? 

13. State precisely what you mean by the stabihzation of the price 
level? 

16. How does a general dechne in prices affect — 

(a) The wage earners; (i) Salaried earners, (c) The investing 
public; (d) Those engaged in business? lUusirate from post-war 
conditions, in our own and any other country. 

17. "It matters very little whether prices are ‘low' or prices ‘high’ 
m the long run It is the change from one level to the other that 
works injustice and introduces disturbmg factors into business.’^ 
Examine this statement. 

18. Examine the sahent features of any scheme of currency reform 
which has been put forward in recent years. 

19. Write explanatory notes on the followmg — 

Managed currency, sterhngpool; tabular standard; compensated 
dollar. 

20 Indicate the characteristics of bimetallism and contrast it with a 
mono-metalhc standard 

2 r . Cnticize the suggestion that the use of gold as a medium of exchange 
involves a correspondmg loss of national wealth which might be 
saved by replacing the metal by tokens. 



CHAPTER III 

Nature and Significance of Credit 

It is a feature of the present industrial system that the production 
'of wealth tends to take place in economic units, the size of which is 
continually increasmg. This characteristic of economic organization 
calls for larger concentrations of capital m the hands of those who 
control business enterprise, since the larger the scale of the under- 
taking, the greater must be the capital investment. This demand for 
a greater concentration of capital in consequence of the scale of 
business enterprise has been reinforced by another tendency the 
influence of which is manifest m large and small-scale industries alike. 
This arises from the mcreasing mechanization of industry which has 
resulted m a greater employment of fixed capital in the form of 
plant and machinery, with a slackening m the demand for working 
capital to pay wages. All these modem developments rest essentially 
upon the fact that producers are not called upon to furnish the 
required capital themselves, or even any considerable part of it, but 
are able, through the services of a vanety of credit institutions, to 
obtain the disposal of borrowed capital. 

It is a characteristic of existmg large-scale enterprise that the 
capital required for its development is provided by a large number of 
people in relatively small amounts. Furthermore, there would 
appear to be a tendency, in some sections of the business world at 
all events, for the ownership of such capital resources to be divorced 
from the control of these resources in production, It is obvious, there- 
fore, that some connecting link is necessary between those who own 
resources which are seeking employmait and those who can use them 
to advantage m economic production. This link is provided by the 
system of credit and the many institutions which are based upon it. 

CKEDIT AS THE POWEB TO BORROW. The term credit is used 
in a number of diSerent senses, but it will be sufflcient for our pur- 
pose to consider the two most important. It is incontestable, how- 
ever, that the essential basis of all credit transactions is the con- 
fidence which exists between the borrower and the lender, that is 
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confidence in the ability of the borrower to refund what he owes 
together with any agreed interest payments, and also m his willing- 
ness to make such pa 5 nnents. Accordmg as lenders have confidence 
in a person or institution, we may say that its credit is good or bad 
In this sense, therefore, credit may be defined as the power to bor- 
row, and, usmg the term in this sense, Lavington says — 

Credit seems to be a condiUon which enables a person to extend his^ 
control, as disimct from his ownership of resources . . Credit is a 
condition, a condition which may be expressed on the one side as the 
power of business men and others to borrow from capitalists, and on the 
other as the confidence on the part of the mvestor in the person to whom 
he entrusts his capital The confidence of the investor and the power to 
borrow of the business man are two aspects of the same condition, a 
condition which enables capital to move easily from one to the other i 

This confidence, upon which the power to borrow depends, is at 
best, a very elusive quantity We know, for example, that certain 
states can borrow more easily than others. Thus the British 
Dominions can, in general, borrow on more favourable terms than 
many of the repubhcs of South Amenca. The power to borrow 
posse-ssed by a state is influenced by the natrure and stability of its 
political institutions. Any country where frequent changes of 
government occur as a result of unconstitutional methods such as 
revolution, cannot command the confidence of the mvestor. In such 
arcumstances, even though a change of Government may not be 
followed by a repudiation of indebtedness, the resulting repercus- 
sions are liable to impair its abihty to repay what has been lent. 
Again, the country’s financial record in the past is of considerable 
importance; some countries have exercised httle or no control over 
their borrowing powers, new loans being floated from tune to time 
as additional capital was required, regardless of ability to meet 
interest charges. 

Over and above stabihty of pohtical institutions^ tT j f..^gpmBra1 

borrow. A state which has become economically dependent on one 
industry or one commodity will expenence ebbs and flows ol 
prosperity according to the fortunes of the mdustry m which it is 
interested. This again tends to undermine the confidence of investors. 
In the case of Brasil, for example, there is a strong element of 
^ The English Capital Market 
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Speculation in the economic position of the country Coffee repre- 
sents more than 70 per cent of the total Brazilian exports and, in 
addition, is estimated to be responsible, directly or mdirectly, for 
an equal percentage of her financial revenue. Coffee provides the 
sterling and dollars required for the services on foreign loans Since 
the demand for coffee is more or less constant, with a fixed tendency 
to increase, and the supply, which depends on harvests, rain, frosts, 
aCnd winds, is not constant, the market has been subject to violent 
oscillations which have reacted on the financial stability of the 
whole state 

Again, the credit of a state or of the people residmg within its 
boundaries will depend in no small measure upon th e state of the law 
relating to borrowing and lendmg, as well as the readmess with 
which contracts can be enforced. For example, to taJte the case of 
Brazil once more, the lax state of the law of bankruptcy has created 
a position where it is extremely unsafe for a foreign merchant to sell 
on credit. Tlie Brazilian merchant only too frequently trades with 
msufficient capital and, if he becomes msolvent, his assets are 
swallowed up by the local creditors, who are in a position to enforce 
their claims with greater effect than a foreigner. The latter, there- 
fore, often finds himself compelled to consent to a settlement of a 
small fraction of the total indebtedne® whilst the defaulting trader 
can once more establish himself in business. Such laxity on the 
part of legal mstitutions destro}^ the basis of confidence upon which 
credit IS founded. 

Very similar considerations apply in the case of different industries 
in the same country Those which possess the greatest power to 
borrow are those which can show the greatest progress as measured 
by profits. An industry which is "depressed” and is not earning 
profits, rapidly loses the confidence of the mvestor and finds that its 
credit is seriously impaued. The iron and steel or cotton industnes 
in this country, for example, are m such a state Their economic 
organization is defective, yet they do not possess the capital or the 
power to borrow it, so as to reorganize. On the other hand, the motor 
industry or certain branches of the retail trade, possess this power 
because of their prosperous condition which commands confidence. 

CREDIT AS A TEANSPBBBNCE OP PROPERTY. In the course of 
the foregoing discussion we have considered credit as the power of 
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borrowing which a person or an iostitution possesses. Alternatively, 
however, it may be regarded as the actual exercise of this power 
resulting, it may be, in a loan or m a change in the ownership of 
goods m anticipation of payment in the future. In either case there 
is a transference of property. There is a present transfer in the con- 
trol over resources in exchange for control over resources in the 
future. 

One of the most simple examples of this type of transaction is 
that of ordmary trade credit which is so extensively employed in the 
distribution of goods. Trade credit involves the transfer of com- 
modities now in return for an imdertaking to pay an equivalent value 
m the future The process of distributing goods from the primary 
producer to the ultimate consumer mvolves the services of many 
intermediaries, many of whom both buy and sell goods on credit. 
Thus, in their passage, the goods call mto existence a long chain of 
debts or trade credits, since a debt and a credit are but different 
aspects of the same transaction according as it is regarded from the 
standpoint of the borrower or of the lender. 

The extent of the dependence upon credit varies with different 
trades according to their economic characteristics. Those industries 
engaged in the production of capital goods usually place a greater 
rehance upon credit than those providing consumption goods In 
constructional engineering and shipbuilding, for example, long- 
period credits are often necessary, so that it frequently happens 
that the business will go to the concern which can offer the greatest 
concession in this respect. Again, the wholesale trades transact a 
much greater volume of business on credit than do retail dealers, 
although in the latter case big changes have occurred in recent 
years with the development of hire purchase and instalment trading 
systems. Indeed, it has been said that— 

The development of credit trading and hire purchase systems has 
rendered it still more dif&cult for smaller traders to compete with tlie 
larger undertakings who are operatmg on a credit basis. In order to 
entCT this p^cular field of competition, traders in a comparatively 
small way of business are compelled to seek assistance from 
corporations or societies who buy hire purchase agreements, or advance 
money upon them. i 


f Comm%Uee on Finance and Industry 

(Vol II). Statement of evidence submitted 1^ the National Chamber of Trada 
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This spread of credit trading in the retail trade has even pene- 
trated to the co-operative movement, which has alwa3?s condemned 
it. Although the movement has been forced into adopting a system 
of credit trading by outside competition — ^by way of instalment 
buying and club trading — opinions as to its merits are divided. One 
section favours it because it has led to a considerable expansion of 
co-operative trade, whereas the other section fears that the de- 
velopment may be in the wrong direction, and lead people to buy 
tilings which they cannot afford. None the less, although credit 
tradmg may have vicious results if carried to excess, it can also 
confer great benefits if utilized under proper control. 

The other principal type of credit mvolving an actual transfer- 
ence of property arises when the control over a stock of purchasing 
power in the form of money is transmitted from one person to 
another. In this case we have what is usually described as loan 
credit, which is possibly the most common form of credit business. 
Even in this case, of course, the ultimate outcome of the transaction 
IS the purchase of goods of some descnption, but the immediate 
transfer is performed in terms of money. Such loan credit appears 
in the balance sheet of the borrowing concern amongst the liabilities 
under such headings as mortgage loans, debentures, or bank 
overdrafts. 

FOBMS OF CBEDIT. A number of different classes of credit are 
commonly recognized, the basis of distinction between them usually 
resting upon the source of demand. Yet, though we may for pur- 
poses of convenience recognize a number of different classes, it is 
not possible to draw any hard-and-fest Ime of distinction between 
them. 

1. Producers’ Credit This form of credit mdudes all the loans which 
are raised by the entrepreneur with the object of expanding produc- 
tion. Within the term "production credit " a differentiation may be 
made between credit utilized for the purpose of the acquisition of 
fixed assets and that which is used as circulating capital. In the 
first case we have what is usually described as mvestment credit, 
where the capital obtained is sunk permanently or for long periods 
of time in such assets as plant and machinery, buildings, factory 
sites, ships, and so on. From the diversity of objects for which such 
credit is used it follows that it can be repaid only over a long period 
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of tune, since its productive effect is spread over a large number of 
uses. In fact, m many cases, it is not intended that this credit should 
be repaid at all by the undertakmg making use of it, since, as m the 
case of share capital, there exists no right to withdraw any holding 
of capital except m the event of a liquidation 

The second form of producer’s credit, commonly called commercial 
credit, is the type which is used to finance the operating expenses of 
agoing concern. It is the means whereby a concern "paysits way"— ' 

If receipts and expenses always kept pace, the problem of finding the 
means of payment would solve itself. The receipts would be applied to 
the expenses, and the profit retaaned as income. ... In practice the 
receipts and expenses of a concern do not exactly keep pace This may 
be expressed by saying that its needs for working capital vary from 
time to time. It needs more worldng capital, for example, when its 
output is mcreased, or when its receipts are delayed , less when its output 
is diminished or its receipts are hastened ^ 

The greater part of production takes place m anticipation of 
demand so that even when a somewhat protracted process of pro- 
duction IS completed the finished article has yet to find a market 
Even when it has been sold and the purchaser has taken possession 
of it, some time may elapse before the purchase price is paid in 
money. In the meantime, however, the producer must carry on his 
operations. His employees will require their wages week by week; 
he will have to pay his supphers for the raw materials which he has 
purchased, meet bills for repairs and renewals, and pay for such 
services as transport and advertisiug. PenodicaUy, too, the local 
and central government authorities wiU maJee demands upon him 
for the pa3mient of rates and taxes. Commercial credit is employed 
to fill this gap, which arises mainly because expenses and receipts 
rarely coincide either in time or in amount 

Commercial credit offers the means for obtaining the necessary 
workmg capital wherewith these operations may be financed. 
Furthermore, in so far as stocks of goods are constantly being 
liquidated and converted into cash, such loans are required for 
short periods only. Unhke the demand for capital equipment, the 
requirements of a business for workmg capital are subject to 
fluctuations at different times. Most businesses show a certain 
degree of "seasonal" activity, so that their demands for working 
1- R, G. Hawtrey, Trade and Credd 
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capital to pay wages and so on will obviously be greater at some 
times than at others. Thus, manufacturers of agricultural machmery 
make the bulk of their sales of tractors and threshing machines in 
the summer period prior to the commencement of the Harvest. In 
this industry, therefore, the working capital position is comphcated 
by the fact that expenses are greater than receipts for eight months 
of the year, this condition being reversed for the remaining four 
months. In such cases as this a trsider who possesses sufficient 
capital to finance his business through the period when no sales are 
being made, finds himself with a large surplus durmg a period of 
active trade. This surplus may be invested outside the business in 
the form of short-term loans which may be hquidated as additional 
funds are required. Alternatively, a business may possess sufficient 
working capital to meet its average requirements and then employ 
the credit of the concern to borrow any excess which may be 
required at a time of special stram. 

2. Intomodiato Credit. As pointed out above, the financial 
problem of every undertaking is twofold, namely, to provide itself 
with adequate permanent capital and also a sufficient supply of 
working capital to finance production and market distribution. Of 
recent yeard there has arisen a demand for additional credit facil iti es 
of an intermediate character for the purpose of financing certain 
special types of business. Intermediate credit may be defined as 
that advanced for penods ranging from one up to five years. T his 
type of credit appears to be necessary in such transactions as hire- 
purchase sales, sales under a system of deferred payments, and in 
respect of long-term contracts. 

The need for credit of this type is especially urgent in the c gs e 
of those firms engaged in overseas trade. Particularly since the 
War, overseas buyers have shown a tendency to dPTnarid credit 
facilities of a more extended character, and keen competition for 
business has enabled them to obtain such concessions. The overseas 
trade in agncultural machmery is a case in point. Manufacturers 
are now compelled, by force of competition, to maintain overseas 
selling branches with permanent stocks, but it takes on the average 
six months from tlie date of shipment from the United Kingdom 
before sales from such stocks can be effected. Conditions of sale, 
however, do not usually require any payment on account upon 
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deKvery of machmery. Deliveries are usually made to dealers 
several months m advance of the season, whilst frequently payment 
extends over two harvests A crop failure, which cannot be fore- 
seen at the time of shipment and often not even at the time of sale, 
invariably involves extensions of payments. To finance this long 
period of credit requires resources greater than those possessed by 
the majority of manufacturing firms, and m consequence assistance 
has to be given by special financial institutions. 

8. Consumption Credit. In the case of producer’s credit the loan, 
together with any interest payments, will usually be paid out of the 
income derived from the productive use of the borrowed funds. In 
the case of consumption credit, however, the loan cannot generally 
be refunded in such a manner, since the goods which are purchased 
by it are used in final consumption in the satisfaction of human 
want. Hence, such a loan must be repaid out of income which is 
drawn from other sources. As we have already seen, the use of con- 
sumption credit has extended over a very wide field in recent years 
through systems of hire purdiase and instalment trading. This is a 
system of tradmg under which there is an extension of credit to 
purchasers, under some form of contract, by which the purchaser 
agrees to make partial payments at stated intervals over a period 
of time. It is usually applied to those types of articles which require 
a comparatively large outlay, although of recent years the number of 
articles falling withm the scope of the S5^tem has been enormously 
extended. In the United States, for example, and to a smaller 
extent in this country, it has assumed such proportions that half 
the motor-car sales are effected on this basis, and a great number of 
other articles such as furniture, pianos, wireless sets, sewing machines, 
gramophones, washing madnnes, and electrical household appliances, 
depend upon it for a large part of theic trade. 

The provision of consumption credit of this t5q3e has assumed an 
increasmg importance in this country, although the volume of 
business is still small as compared with the United States. The 
sjratera is, by no means new— the Singer Sewing Machine Company 
introduced it for the sale of its goods about 1850— but until com- 
paratively recent times instalment credit was of ill repute. Its 
recent growth may be attributed, to some extent, to the increased 
real income and higher standards of living of the working classes 
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since the War These have caused the worker to interest himself ui a 
wider range of articles. More important than this, probably, has 
been the development of mass production methods in a number of 
industries. These can be applied only where there exists a wide 
market, so that all manner of devices are employed to stimulate 
consumption. Of these devices, instalment credit is one of the most 
attractive. The supenor development of the system of instalment 
credit in the United States is probably due, in great part, to the 
creation of special financial machinery for the provision of credit of 
this class. Tbe financmg of instalment sales requires a large amount 
of working capital, not only on account of the actual outlay but also 
on account of the admmistrative cost. There now exists m the U.S.A. 
a group of more than r,ooo finance companies which purchase the 
consumers’ contracts from manufacturers and dealers, employing for 
that purpose funds of their own and resources borrowed from the 
banks, thus relieving the manufacturers and retailers of the burden of 
credit. These companies have their own legal staffs who have drawn 
up standard forms of contract, they have elaborate schedules of 
charges which vary with the size of the uutial pa3mient and the 
duration of the contract, and they have developed highly effective 
collection systems. A few manufacturers, such as certain of the 
motor manufacturers, have founded subsidiary compames to per- 
foim this work of instalment credit finance. So far as Great Britain 
is concerned, a small number of finance companies are now m 
existence, whilst even the great joint-stock banks no longer refuse 
to deal indirectly in this class of busmess. 

The banks, in the ordmary course of providing direct accommodation 
to their own customers, probably provide a considerable part of the 
funds required for carrying on hire purchase busmess. This does not 
imply that the banks actually lend specifically for hire-purchase trade, 
but m the ordinary course of operation of their overdraft facihties, 
substantial sums, though uniden^able m detail, are probably lent for 
this purpose. Similarly, the banks are called upon from time to time to 
lend large amounts to finance the operations of manufacturers, some of 
whom may be producing partly or wholly to meet the hire purchase 
demand In these cases again the banks are indirectly financing this 
particular type of business. ^ 

The other type of consumption credit is ordinary book credit, 
where regular customers of a trader keep running accounts for 
^ Midland Bmh Rem$w, 
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purchases, the balance oulstandmg being settled at regular intervals, 
usually weekly or montUy. Practically every class of retail trader 
advances credit in this way to his regular customers, though its use 
lb most general in the case of the common articles of domestic con- 
sumption, particularly foodstuffs. In many cases, credit facihties 
are used in this way more for the purposes of convenience than as a 
means for deferring payment until income is available. Credit of 
this type is, however, very much less systematic than instalment 
credit, and there is frequently no chance of regaining possession of 
goods upon a default m payment. 

4, Public Credit. By public credit we mean the power of a govern- 
ment, whether national or local, to secure control over resources in 
return for its promise to pay m the future. As in the case of any 
other type of credit, the normal basis of public credit is the trust and 
confidence which pubhc creditors have in the abihty and intention of 
the debtor to pay interest and principal when due. Public credit 
cannot exist until an orderly government appears over which the 
mass of the people can exercise some measure of control. Under 
an autocracy, it is the personal credit of the ruling monarch which is 
involved, rather than the public credit of the state 
There are, however, certam significant differences between public 
credit and that of a private individual. In the case of a national 
government, control over resources in the form of a loan may be 
obtamed by compulsion — the state can force its citizens to lend to it 
in the same way as it compels them to pay taxation. This method 
of procedure was employed in its crudest form in the early history 
of public debts, and is rightly condemned as social and economic 
organization advances It is often tantamount to confiscation 
of property imder the guise of a loan and is an abuse of public credit, 
since there can be no possibility of any confidence on the part of the 
lender. Although, under modem conditions, the open employment of 
the device of the forced loan is seldom found, it none the less exists 
m a much more subtle form. The currency inflation which occurred 
in most belhgerent countnes duimg the Great War amounted to 
a forced loan levied by the government. By such means it diverted 
the purchasing power of the population to itself 
Secondly, unlike the private creditor, the state may refuse to 
repay the principal sum or make the interest pa 5 mients on it. Thus, 
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during the trade crisis of 1931, a large number of states were com- 
pelled to declare a moratorium in respect of the interest pa3ments 
on their loans. Again, a part of the liability to repay the principal 
may be evaded by repaying the loan in full, but m a heavily depre- 
ciated currency. When this occurs, the creditor receives an amount 
of purchasing power which is nominally equal to that which he 
originally lent, but which is very much lower m its real value. In all 
these cases the lender is usually without any means of redress, 
although the power of the defaultmg state to borrow is correspond- 
ingly weakened in the future. 

A third characteristic of the state as a borrower arises from the 
publicity of the facts relating to its financial standing A private 
borrower is, of course, under an obhgation to make a full disclosure 
of his financial position before asking for credit, but since this is 
done only when he is seeking to borrow, he will endeavour to make 
the best possible case for himself. Even though he adheres strictly 
to the facts a certain amount of “wmdow dressing" is almost 
inevitable. In the case of a state, however, the public has the records 
of its financial activity continually before it, and these are subject 
to critical examination in other connections. This publicity extends 
to the employment of the loan after it has been made, and thus the 
lender derives a certain amount of additional secunty from the 
pressure of public opinion. 

The function of public credit is to provide a means for overcoming 
unforeseen and unusual financial difficulties. In an unexpected 
emergency such as war, it will not usually be expedient or possible to 
raise the additional revenue required by the imposition of new 
taxation. Hence, borrowing is the only possible method of providing 
immediate financial relief. Modem warfare, for instance, is so costly 
that no adjustment of the system of taxation is possible to raise the 
necessary funds, so that resort has to be had to an extensive use of 
credit. 

6. Seciued and Uusocuted Credit. As already pointed out, the credit 
relationship is based essentially upon confidence, but in a large 
number of credit transactions the lender wiU require some more 
tangible security. Unsecured credit is granted where the credit 
relationship is based solely on the confidence reposed in the debtor and 
where the lender dispenses with any particular form of safeguarding 



NATURE AND SIGNIFICANCE OF CREDIT 7I 

his claim. In other words, the creditor is satisfied with his own 
estimate of the finanaal status of the borrower. The only record 
of the debt consists in an entry in the books of the business or, 
occasionally, in a formal acknowledgment of the debt. Thus, a 
large part of ordinary commercial credit consists of tmsecured credit 
in the form of book debts. This type of credit has the advantage of 
providing a quick and easy method of recording the transaction and, 
on account of its informal nature, tends to stimulate busmess with 
people who might hesitate to enter into a more formal transaction 
On the other hand, unless employed with caution, it may degenerate 
into credit of a dangerous t5q)e, since payment occurs through the 
voluntary action of the debtor, and no effective method exists of 
enforcing prompt settlement. Moreover, the book entry is not 
prima facie evidence of the existence of the debt, since it contains no 
acknowledgment of the debt by the debtor. Consumption credit 
obtained from tradesmen in the form of a running account falls 
in this category, in the case of instalment purchasmg on hire pur- 
chase contracts, however, we have secured credit, since the creditor 
can resume possession of the goods in default of payment and may 
retain a part or the whole of the deposit paid. 

In the case of secured credit the existence of confidence is not con- 
sidered of itself to be adequate, but some additional protection is 
required. Security of a satisfactory character must in this case be 
deposited in order that the lender may not suffer loss in the event of 
a default by the debtor. Such security will be demanded in the 
majority of cases by the joint-stock banks, since these institutions 
owe a duty to their shareholders and depositors not to risk the funds 
entrusted to their care. 

The hanker provides the trader with the means of payment He 
himself creates the means of payment m the form of his own obligation 
But he cannot afford to perform this service indiscriminately for all 
comers The real significance of his insistence on security is that he, will 
only transform some good asset possessed by his customer into the 
means of payment. The customer has a certain stock of wealth, which 
is not immediately saleable, he has to make certain payments, the 
banker changes a portion oiE this wealth for him mto the means of 
payment. The wealth is, as it were, mobilized or Hquefied. ^ 

The type of security accepted varies widely and tends to vary with 
the class of busmess of the person seeking credit. Very frequently 
1 R. G. Hawtrey, Trade and Credtt. 
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the customer will deposit stock exchange securities, life assurance 
policies, title deeds to land or buildings, or documents of title to 
goods. On the other hand, the security may be of a personal nature, 
and may talce the form of a guarantee from someone of known 
substance. Again, in the sphere of agriculture, merchants and 
dealers will frequently adimnce credit to the fanner on the security 
of live stock or growing crops. 

In granting credit on the basis of some tangible security, the 
creditor vnll usually take care that the value of the security deposited 
IS ample to cover the amount of the advance. Hence, it is not the 
nominal value of the security which will be considered, but the 
probable market value Furthermore, the security must be such as 
will command a ready sale, otherwise there may be considerable 
difficulty in liquidating it in the event of a default on the part of the 
debtor. This factor is of vital importance in the case of a bank, since 
the bulk of its deposits will be payable on demand, so that the 
banker cannot afford to imperil the liquidity of his resources. 

6. BodcomaMe and Inedoomablc Credit. The use of credit implies the 
creation of an obligation to repay something of value in the future. 
The usual practice is that a fixed time shall be granted for the dura- 
tion of the credit, to be arranged by agreement between the parties 
before the loan is made, or, if no time is specified, then the creditor 
will usually have the right to call in the loan at any time. Thus, in 
the case of a bank, credit may be extended foi a definite period, upon 
the termination of which the debtor must refund the loan, or arrange 
for a renewal. Alternatively, a small fluctuatuig overdraft may be 
allowed to continue indefinitely, though it may be terminated at 
any time by the bank and the customer asked to repay the deficit. 
Such credits are termed redeemable, since provision has to be made 
by the debtor to repay them sooner or later. 

In contrast to this, we may have irredeemable credit where the 
creditor has no right to repayment, but only to an agreed payment of 
interest. The initiative for repayment hes with the debtor. Thus a 
company may raise a loan by an issue of debentures which are 
repa 3 iable only upon the occurrence of an event which may never 
take place, such as the winding-up of the company or a default in 
the payment of interest. In other cases the debentures may be 
redeemable at the option of the company at any time, or at a 
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Specified time after issue. In the latter case, the company may 
repay the loan on the expiration of the penod or renew it. 

The question of irredeemable credit is probably of the greatest 
importance in the sphere of public finance It is argued in favour of 
the irredeemable public debt that the annual burden is less, since 
there is no necessity for mduding sinking fund or amortization 
charges for its ultimate redemption. Again, if the mitiative to 
redeem rests with the government, then it can always wait for a 
favourable time before action is taken to repay. On the other hand, 
if a government is obliged to plan for debt repayment at a definite 
date, greater care is likely to be exerased in the amount of obliga- 
tions assumed It was emphasized by witnesses before the Com- 
mittee on National Debt and Taxation, that debt repayment pro- 
vided the best means of mamtaming confidence, especially in bad 
times. Professor Pigou pointed out that — 

Other thmgs being equal, the existence of a large National Debt to 
which no remunerative asset corresponds must weaken that confidence 
Given the size of the National Debt, a consistently maintained policy of 
providing for the service of the debt (mcludmg the gradual reduction of 
the principal by means of a Sinking Fund) must strengthen confidence. 

A further disadvantage in the case of an irredeemable debt ensues 
from a fall in prices without a compensating nicrease m production. 
In such circumstances the money yield of existmg taxes at current 
rates will fall, Whilst expenditure for interest on the debt is not 
affected in terms of money. Therefore, the real annual burden of 
the interest charges mcreases in proportion to the fall m prices, 
with consequences which were seen only too clearly in this country 
between 1929 and 1932. 

ECONOMIC ADVANTAGES OP CEEDIT. It is through the mechan- 
ism of credit that there is provided a means whereby existmg sup- 
phes of capital may be employed in the most advantageous manner 
In the first place, business activity is no longer restricted to persons 
who possess their own capital, but those having projects which can 
give remunerative employment to capital can, through the credit 
system, obtain control over such resources as they require. Joint 
stock undertakings, as a means for obtaining control over capital 
in relatively large amounts, existed even before the development of 
highly-organized credit institutions, but the difficulties attending the 
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collection of such large amounts of capital as are frequently required 
at the present day would be insurmountable were it not for credit 
instruments in the form of bonds, stock and share certificates. Instead 
of negotiating a tremendous number of small individual loans, the 
total sum required is divided up into a large number of equal units 
of small denomination, and these are sold to investors through the 
various institutions of the market. 

Credit, then, ensures that capital wiU, on the whole, find more 
productive employment. He who possesses capital, without the 
technical knowledge or abihty to make use of it, transfers it to 
another person, to the benefit of both, as well as to that of the com- 
munity as a whole. It will be obtained, other things being equal, by 
the man who is ready to pay the highest price for its use , that is, in 
general, to the one who can employ it most productively. This is 
not, of course, invariably the case, for those in need of credit may 
require it for the purposes of speculation and may be prepared to 
pay such a high price for it that business interests are unable to 
obtain accommodation. 

Again, in respect of working capital, credit institutions offer 
immense advantages to the producer and trader. As Mr, R, G. 
Hawtrey has pointed out — 

Credit is essential to the economic development attained in the 
modern world. If we imagme a commumty without the pr2ictice of 
borrowing and lending we must suppose every trader to be limited in 
the scope of his operations by the n^ to provide cash for all purchases. 
He must so conduct his busmess that the maximum need for workmg 
capital will not exhaust his resources, and the result will be that, when 
the need of working capital is at the minimum, he will be encumbered 
with a large balance of idle money. If he ties up too much of his capital 
in permanent investment in his business, he may miss lucrative trading 
opportumties for want of ready cash, or may«ven be involved m serious 
embarrassment through unforeseen losses. ^ 

This difficulty m respect of workmg capital is particularly great 
in those industries where production is of a seasonal nature, such as 
agriculture, or where the market is a seasonal one, as in the case of 
coal mining. In these cases, working capital flows into the business 
m seasonal bursts, whereas the demand for it is comparatively 
steady. In the case of coal mining, for example, it is to the advan- 
tage of the colliery owner to keep his pits in a state of steady 

1 Article on "Credit" in the Encyolapaedta of the Soctal Snencee, Vol IV. 
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production all through the year, but the domestic demand for coal 
fluctuates widely as between the summer and winter months. If 
production is steady throughout the year, stocks will accumulate 
unsold during the summer, but cash will have to be found week by 
week to pay wages and other working expenses. The colliery under- 
taking, in order to work on this basis, will have to accumulate a 
large cash reserve pending the hquidation of its stocks, or, alterna- 
tively, find some institution which will furnish it with the requisite 
working capital. This function is performed by the wholesale dealer 
m coal, who purchases the stocks as produced and holds them for the 
wmter demand. In this case, then, it is the wholesaler who provides 
the credit and, in so doing, performs a service of the greatest benefit 
to the colliery owner inasmuch as the latter is, by this assistance, 
enabled to produce contmuously. 

Agam, the institution of credit effects considerable economies in 
the methods of pa3mient, since settlement by cash is replaced by the 
passage of credit instruments wha-eby, through the medium of the 
banking system, one debt is set off against another and there is a 
general cancellation of mdebtedness between the various business 
concerns. Thus, in speaking of one of the most important of these 
instruments of credit — the dieque — Mr. Lavmgton sa3?s — 

Cheques are by fax the most effiment form of currency yet mvented, 
and are especially adapted to make distant payments of large and 
irregular amounts. They are quickly "cleared” by an efficient system 
of central and local Clearing Houses They form a convenient record of 
transactions ; their negotiability may be restncted in a manner which 
makes them practically valueless to anyone but the owner ; and, fin^y, 
they may be adapted in amount to the needs of each particular operation. 
By rnggna of cheques, bank deposits form, as it were, an ai hoc cur- 
rency, a currency created in adaptation to particular payments as they 
arise ^ 

The economies resulting from the employment of credit instru- 
ments, such as the bill of exchange, are particularly marked in the 
case of the pa3mient8 in international trade, In this case, if it were 
necessary to dispense with credit instruments, great quantities of 
gold would be necessary to effect a settlement, so that much of the 
PYiatiug trade could not be carried on at all. Quite apart from this 
aspect of the question, Tiowever, were it not for the exigence of 
1 The English Capskii Mathei. 
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credit and the various institutions which administer it, foreign trade 
on its present scale would be impossible. If domestic trade had to be 
conducted on a strictly cash basis, that is, on the basis of the 
immediate transfer of equivalent values, its scope would be con- 
siderably restricted In the case of mtemational trade, transactions 
of this kind, without the interveition of credit instruments, would 
destroy the basis of practically all trade, since transactions would 
be reduced to a basis of barter. Thus, dunng the trade slump of 
1931-33 many European and South American governments imposed 
foreign exchange restrictions so that importers of goods were unable 
to obtain the means of payment by the usual credit instruments. In 
consequence there was a tendency throughout the world towards a 
"freezing-up" of international trade, whilst the various clumsy 
expedients which were resorted to for the purpose of relieving the 
situation were but a poor substitute for the normal mechanism of 
credit. Switzerland, for example, entered into an agreement with 
Austna and Hmigary, imder which the Swiss National Bank 
promised to make its own importers pay to it amomits due to 
Austrian and Hungarian eiqjorlers, those amounts being credited 
to the Austrian and Hungarian National Banks. The funds obtained 
were to be utilized partly for the purchase of goods m Switzerland, 
and partly for the repayment of Austrian or Hungarian debts due to 
Swiss'Creditors. Such an agreement amoimts to a kind of barter of 
commodities and severely restricts the volume of foreign trade. 

DANGIEBS OP CBEDIT. Credit is, however, open to a number of 
abuses. Although differences of opinion exist as to the power of 
the banks individually to create credit in excessive amounts, there 
can be little doubt that the banking system as a whole can be the 
cause of an unhealthy expansion of credit facilities. The conse- 
quences of an unwarranted expansion of credit may manifest them- 
selves in a variety of ways It may lead to an excessive investment 
of capital in one mdustry or a group of industries, thereby causing 
excessive competition with probably a loss of both revenue and 
capital in the mdustry. Further, it has been a frequent complaint of 
recent years that the banks have tended to be over-generous in their 
provision of credit to weak industrial undertakings. It is asserted 
that, on account of their interest in such undertakings, the hanks 
tend to 'keep these weak firms m existence instead of allowing 
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them to go mto liquidation, so that, in consequence, the process of 
industrial reorganization is delayed and stronger undertakings 
become embarrassed as well — 

An industrial crisis is m many ways like a ship-wreck In a shipping 
disaster, we do not apeak of the survival of the fittest, for we know that 
it is not the strongest swimmers, but the weakest that find places in the 
boats. In an industrial crisis, it is the first firms that become involved 
that can secure the readiest assistance of the banks As the banks’ 
funds become tied up, the later apphcants, who are in fact the stionger, 
find assistance more difficult to obtain Once a firm has secured a seat 
in the banks’ lifeboat, the banks frequently hesitate to throw it ovei- 
board to find room for another The indebtedness of a firm to a bank 
measures the bank’s interest in its survival. ^ 

Yet, it must be remembered that the banks have frequently to 
formulate their pohcies on very imperfect data, whilst the restriction 
of bank credit as soon as business experiences a set-back may easily 
precipitate a crisis which otherwise may never materialize Business 
firms are so closely linked up m a series of intricate debtor and 
creditor relationships that difficulties m one section of the industrial 
field spread with alarnung rapidity to all other sections. Wide- 
spread disaster may therefore be averted by timely support before 
the basis of confidence is destroyed, though if this support is given 
mdiscnminately or is too long withheld, the last case may be worse 
than the first. Again, apart from industrial investment, credit is 
frequently employed m times of boom for speculative purposes on 
the Stock Exchanges and elsewhere. Thus, the cheap money policy 
of the Federal Reserve System of the United States in the winter of 
1927-28 mitiated the stock market boom which culminated m 1929 
in the most spectacular crash in the history of the New York Stock 
Exchange, 

Serious misgivings have also been expressed regarding the 
prevalence of certain tsqies of consumer credit, such as instalment 
credit It has been pointed out that so long as prices are stable and 
business can be maintained steadily at a high level, a moderate 
expansion of credit in anticipation of income can be effected without 
any serious consequences In a time of depression, however, those 
who have bought luxury articles on credit, whose incomes have been 

» E. A G. Eobjason, The Strudwte of CompeHtive Industry, 
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diminished through unemplo3m!ient or reduced wages and profits, 
find themselves either unable to meet their obligations, or able to 
meet them only by reduang their normal purchases of other and 
more necessary articles. 

We recognize that the system has advantages in facihtating regularity 
of budgeting with the weekly or monthly income, and of advancing the 
date upon which a purchaser can begin to enjoy the use of some article 
that adds to the comfort and enjoyment of himself and of his family. 
Instalment buying is, however, costly, smce the cost of collection and 
supervision of the debt as well as other expenses are additions to the 
purchase price, and it probably leads to articles being bought with less 
thought for the future than would be the case if cash had to be paid 
for them at the time of purchase. ^ 

From the standpoint of the producer and the merchant, the credit 
system contains latent dangers. In a time of good trade there is 
always a tendency for credit to be advanced m an unsystematic 
manner. Retail distributors, for example, allow their customers to 
buy goods on credit m order to make sales, because they feel that 
if they withhold credit, the customer will obtain it from a com- 
petitor. The average amount of credit advanced to each customer 
may be small, but as there will m all probability be a large number of 
accounts, the amount of capital mvolved may be disproportionately 
great in comparison with the total assets of the trader. Moreover, 
credit of this description tends to be expensive, for the work of 
collecting outstanding accounts is dif&cult. The trader is often 
tempted to continue to advance credit to a customer who is backward 
with payments for fear of giving offence leading to a transference of 
custom elsewhere. In consequence, the loss is increased and "good 
money is thrown after bad." Such overtrading on the part of retailers 
tends to have undesirable effects upon other sections of the chain of 
distribution. Wholesale dealers are compelled to grant extended 
terms of credit to retailers, whilst in turn they look to the manu- 
facturer to do the same. Sooner or later, something occurs to give a 
shock to business confidence, with the result that there is a pressure 
throughout the system for the liquidation of this indebtedness, in 
the course of which many firms are put out of busmess. 

1 Minutes of Evidence taken before the Committee on Finance and Industry 
(VcJ, II.) Statemesnt of evidence submitted by the Joint Parliamentary 
Committee of the Co-operative Congress. 
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TEST PAPER 3 

1. "The time element enters into all credit transactions, yet the 
essence of credit is confidence on the part of the creditor in the 
debtor's willingness and abUity to pay his debt ” Discuss this 
statement. 

2. "Credit arises from the divorce of the ownership of wealth and its 
use " Test the truth of this statement by reference to modem 
economic orgamzation 

3 Show how the economic stabihty of a country may be threatened 
by (a) an over-extension, and (ft) an undue curtailment of credit. 

4. Distinguish between the followmg forms of credit, (a) Producer’s 
credit; (6) Intermediate credit; (c) Consumption credit; {£) Public 
credit, (e) Secured and unsecured credit; (/) Redeemable and 
irredeemable credit. 

5. Draw the diagram on page 65 and explam its meanmg. 

6. Explain the economic advantages which result from the existence 
of a system of credit 

7. "Credit is a condition which may be expressed on the one side as the 
power of business men and others to borrow from capitalists, and on 
the other, as the confidence on the part of the investor in the person 
to whom he entrusts his capital " Discuss this statement. 



CHAPTER IV 

Bank of England and Its Functions 

The word “ bank ” takes us back into the early histoiy of finance 
In the middle of the twelfth century, when the great powers of the 
world were the Italian Repubhcs of Venice and Florence, a struggle 
was ]ust beginning with Austria, whose rulers were attempting to 
invade Italy. At this time Venice found herself in considerable 
financial difficulties and was m such need of funds that she was led 
to raise one of those compulsory loans which were subsequently 
known in England as Benevolences. It was subscribed by the forced 
contnbutions of the citizens of Venice. For the purpose of managing 
this public debt, a body of commissioners was instituted called the 
Chamber of Loans, and this body, a considerable time later, added 
the banking business to its origmal function 
The word " bank ” itself is said to be derived from the Italian 
word banco, meaning a bench. The earhest bankers, the Jews of 
Lombardy, transacted their business at benches in the market 
place. When a banker failed, his banco was broken up by the people, 
whence we derive our word " bankrupt ” 

DEYEIOPMENT OF EARIY BANKING. Early banking in Florence 
took the form of giro or circle banking, where the banker issued 
notes against deposits of specie placed in his charge These notes 
passed from hand to hand, the deposit remaming untouched, until 
the whole circle of transactions was completed. The banker himself 
made no use of the money but was simply paid a fee for guardmg 
it. The private bankers of Florence gamed a powerful position in 
financial affairs, and the sphere of their influence was mtematipnal 
in its scope. Durmg the fifteenth century the financing of foreign 
trade had assumed sufficient importance to constitute the business 
of a special group of financial intermediaries, whilst, in the first 
half of the sixteenth century, the word " banker " was coming into 
general use m England to denote a moneylender engaged in inter- 
national finance. Mr. R. H. Tawney, in his work Rdigion and the 
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Rise of Capitalism, sho-ws the devdopment of the financial aspect 
of trade in the days of the great trading companies — 

A steady flow of capital was needed to finance the movement of the 
produce handled on the world marhet, such as the eastern spice crop — 
above all pepper, which the impecumous Portuguese Government sold 
in bulk, while it was still on the water, to German syndicates — copper, 
alum, the precious metals, and the cloth shipped by the English Mer- 
chant Adventurers The cheapening of bullion and the rise in prices 
swelled the profits seeking investment, the growth of an international 
banking system mobilized immense resources at the strategic points , 
and, since Antwerp was a capital of the European money market, the 
bill on Antwerp was the commonest form of international curiency 
Linked to each other by the presence in each of the great financial 
houses of the Continent, with liquid funds pounng in from mines in 
Hungary and the T3n:ol, tradmg ventures m the East, taxes wrung from 
Spanish peasants, speculation on the part of financiers and savings 
mvested by the general pubhc, Antwerp, Lyons, Franldort, and Venice, 
and m the second rank, Rouen, Pans, Strasbourg, Seville, and London, 
had developed by the middle of the century a considerable class of 
financial speciahsts, and a financial technique identical, in all essentials, 
with that of the present day. They formed together the departments 
of an international clearing house, where bills could be readily dis- 
counted, drafts on any important city could be obtained, and the 
paper of merchants of almost every nationality changed hands 

It is claimed that the Bank of Barcelona, established in 1401, 
was the first bank in the modem sense of the word. In this year, 
the magistrates erected a public bank for receivmg the deposits of 
customers and for discountmg biUs. So far as England is concerned, 
even in the early years of Elizabeth’s reign, the term banker was 
in use to denote an exchange specialist, whilst there is strong reason 
for believmg that the banking activities of the goldsmiths was a 
powerful factor in the economic development of Stuart England. 
An investigator into the early history of banking in England says 
that — 

The “shops” of the wealthiest of the London goldsmiths of the 
post-Rcstoration period were really important banking establishments, 
and m some of these the banker’s trade was undoubtedly greater than 
that of the aunfaber. Interest was paid on deposits ; loans were sup- 
plied , bills of exchange, tallies and various types of Treasury-Exchequer 
payment orders were discounted; promissory notes which circulated 
freely were issued; cheques were used, bullion was bought and sold; 
foreign coins were changed, systematic accounts were kept in special 
ledgers.^ 


P. D. Richards, Economte History, January, 1928 
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BABIY EmiSH BANKING. The Baak of England is one of the 
oldest banking institutions in the world, and although nominally 
it is a private undertaking, in practice it has attained to the dignity 
of a national institution Before 1640, it has been said that banking, 
in the modem sense of the word, had no existence, but events at 
this time clearly indicate the influence which political matters may 
exert upon economic institutions. The great merchants of the day 
had acquired the habit of depositing their bullion at the Tower, 
deeming this to be the safest of all places. Unfortunately they had 
not reckoned upon the cupidity of rulers nor the lengths to which 
they might be prepared to go in desperation. Charles I, being in 
desperate need of money, and having exhausted every other expe- 
dient, seized these deposits, which amounted to £ 150 , 000 . Public 
opinion was sufiiciently strong to make him restore what he had 
taken, but the cost was a loan of ;^40,ooo. But the worst effect of 
this ill-considered action was the loss of confidence which it engen- 
dered, and the merchants began to store their own coin. 

Even with this, however, their troubles were not ended, for, 
with the outbreak of the Civil War, " a warlike spirit seized upon 
everyone, and amongst others upon the cashiers, who went off to 
join one or other of the opposed armies taking their masters' money 
with them.”^ Hence, there soon arose the custom of depositmg 
surplus funds with the goldsmiths, whose reputation for honesty 
was of the highest. Thus there arose a class of people who transacted 
the first bankmg business in England. They speedily amassed con- 
siderable funds, which came into their hands at a low rate of interest, 
and in some cases at no interest at all, and this they lent out at 
high rates. This class of business was natrurally a remunerative one, 
and we soon find the goldsmiths trying to stimulate it by offenng 
to pay an attractive rate of interest on deposits and allow with- 
drawal without notice. Although, as we have stated, the gold- 
smiths received a full measure of public confidence, their actions 
did not at all times justify this trust. Mudi of the money deposited 
with them was lost, partly through unwise loans on their part, and 
partly as a result of the defalcations of their servants. In other 
words, banking in the modem sense was still to come, for they 
lacked one of the greatest qualities of their successors — stability. 

1 History of tks Bank of England, Andreades.. 
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After the Restoration the part played by the goldsmith-bankers 
became still more prominent. Charles II, like his father, was con- 
tinually in need of money, and was in the habit of obtaining loans 
against the security of the yield of certam taxes. This custom soon 
drew upon the goldsmiths all the unpopularity which is the lot of 
tax farmers, and current ideas of their extortions are not altogether 
devoid of truth. In 1667 occurred the first " run on the banks,” 
when a hostile Dutch fleet entered the Thames and threatened 
London. Public confidence in the Government was badly shaken, 
and this led to a heavy demand to withdraw deposits in the hands 
of the goldsmiths. These misgivings were calmed by a Royal 
Proclamation, but in 1672 the goldsmiths received yet another 
blow when the Exchequer stopped payment for twelve months. 
In spite of assurances from the Kmg that they would be paid, 
nothing was done in the matter until 1677, when a payment of 
mterest at the rate of 6 per cent per annum was granted. This 
ceased in 1683 and was never resumed. It has been estimated that 
the early bankers lost about £3,000,000 in this transaction. 

EISB OF THE BANK OF ENGLAND. The Bank of England was 
founded in 1694 as a private institution, and was based upon a 
scheme put forward by William Paterson. Bnefly, the plan was 
to raise the sum of £1,200,000, which was to be lent to the Govern- 
ment in consideration of an annual mterest of 8 per cent. Those who 
subscribed were to form a corporation under the title of the Governor 
and Company of the Bank of England, with the right to issue notes 
up to the extent of the subscribed capital. Despite violent opposi- 
tion the foundation of the Bank was authorized. The original charter 
was granted for a period of ten years, when it could be cancelled 
by the Government after giving one year's notice. The peculiar 
dual nature of the Bank has been preserved up to this day. On the 
one hand, it is an ordinary joint-stock company working for profit, 
and, on the other, it is an institution which, equipped with special 
privileges, exercises functions which in other countries are the 
prerogative of the state. 

The Bank received its charter under the authority of the Toimage 
Act passed in May, 1694. |It was feared m some quarters that such 
a powerful institution as jwas here proposed to be formed would 
attract all the available 1 funds in the country and would, in 

I 
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consequence, be able to impose onerous terms on borrowers. There 
was also opposition from ntunerous vested interests such as those 
of the goldsmiths and moneylenders, who were apprehensive as to 
their own profits in competition with a powerful corporation Last, 
but by no means least, the promoters of the scheme had to contend 
with the jealousy of those who had schemes of their own and who 
saw that there would be no place for them if this project were 
successful. The powers of the Bank were limited by two important 
clauses. In order to prevent any danger of the King ignoring 
Parliament and raising money by direct borrowing from the Bank, 
the mstitution was prolubited from lendmg money to the Crown 
without Parliamentary consent A second prohibition was that the 
Bank was to be debarred for aU time from usmg any of its funds for 
dealing in merchandise or wares of any description. 

The renewal or further extension of their priviliges in the course 
of the eighteenth century was always associated with further 
advances of money, so tliat, m 1708, when the right of issuing notes 
was extended, it was stipulated that no other company of more than 
six members should be allowed to issue notes. Thus, the Act of 1708 
provided that — 

From 2gth September, 1708, dunng the continuance of the Governor 
and Company of the Bank of England, it shall not be lawful for any 
body politic or corporation whatsoever erected or to be erected other 
than the said Governor and Company of the Bank of England, or for 
other persons whatsoever united or to be united in covenant or partner- 
ship, exceeding the number of six pereons, in that part of Great Britain 
called England, to borrow, owe, or take up any sum or sums of money 
on their bills or notes, payable at demand, or at any less time than 
SIX months from the borrowing thereof. 

It has been said that there was nothing in this statute to prevent 
the foundation of a joint-stock bank having more than six members 
for the purpose of cariying on deposit bankmg. This clause was 
merely inserted, however, to supplement one contained in an Act 
of 1697 stating that no other bankmg corporation would be recog- 
nized during the contmuance of the Bank of England. The two 
clauses were combmed in another Act passed in 1742, evidently 
with the full intention of conferring a monopoly of joint-stock 
banking upon the Bank of England, and there can be little doubt 
that any attempt to found a bankmg concern with more than six 
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members would have been suppressed even though it was going to 
confine its business to deposit banking 

The Bank has exercised almost exclusively the admmistration of 
the National Debt since 1752. In this year an Act was passed 
consohdating various loans mto one fund which now became known as 
“ Consols.” The entire management of these funds was entrusted 
to the Bank which, from this time onward, administered the whole 
national debt with the exception of the South Sea Company Stork 

In 1789 the French Revolution broke out, though the economic 
condition of this Country was not immediately affected By 1792, 
however, there was a state of growing apprehension regarding the 
position on the continent combined with a very unstable credit 
position m this country due to the increase in the number of country 
banks which had over-extended credit. A sudden declaration of war 
by France in the following year precipitated a crisis which the Bank 
contrived to stave off with the assistance of the Government. The 
country was now faced with the task of financing a great European 
war and the Government, of necessity, had to throw much of the 
burden upon the Bank of England Although the Bank was pre- 
cluded from lending money to the Government without formal 
consent of Parliament, the custom had grown up during the War of 
American Independence of making advances against such Treasury 
Bills as were payable at the Bank pending the receipt of orders 
instructing such advances to be set off against the accounts to wliich 
they belonged. The Bank directors were doubtful as to their legal 
position and asked that the practice be stopped. The Government 
found it impossible to comply with this request, but after further 
pressure an Act of indemnity was passed but without prescribing 
any limitation of the amount to be so borrowed. The Bank itself 
fixed the Imiit of advances on Treasury Bills at ;£500,ooo, but by 
1794 this amount has been exceeded considerably. The next three 
years saw a constant pressure on the Bank for further advances 
which were usually made after protest and grave wammgs. The 
Bank was reluctant to refuse advances, partly for patriotic reasons, 
and partly because of the shock to confidence which such refusal 
would mflict. 

By 1797 the cash reserve of the Bank had fallen so low as to 
cause great uneasmess on the part of the directors. There were fears 
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of a French invasion and, when a landing of troops m Wales from a 
French frigate was reported, Pitt realized that this would cause a 
run on the Bank and caused an Order in Council to be issued to the 
directors prohibiting them from making payments in cash. The 
general dismay on the part of the public was allayed somewhat by 
an announcement on the part of many leadmg merchants that they 
would accept bank-notes in payment of any sums due to them. 
The period of restriction continued until 1821 when, at the request 
of the directors, an Act was passed allowing cash payments to be 
resumed. The resumption of cash payments was followed by a 
rapid contraction of credit, and the resulting deflation caused a 
fafl in prices of some 40 per cent. But the depression soon passed 
away and increasing confidence gave nse to speculation, par- 
ticularly in connexion with the trade with the new republics of 
South Ameiica. The small private banks agam mflated credit by 
an over-issue of notes, and the collapse which followed m 1823, 
although not unexpected, was none the less disastrous 
In consequence of this collapse, which involved a large number 
of the country banks and even extended to London, the Govermnent 
took tlie view that the existing state of the law was such as to en- 
courage the formation of unsound banking houses Lord Liverpool, 
the Prime Minister, in criticizing the Act of 1709, pointed out that 
"Any small tradesman, a cheesemonger, a butcher, or a shoe- 
maker, may open a country bank, but a set of persons with a fortune 
sufficient to carry on the concern with security are not permitted 
to do so,” It was considered that the monopoly of the Bank of 
England was out-of-date, and that a sound banlang S3retem could 
be established only by the opening of branches of the Bank of 
England all over the country, or by revoking the restriction on the 
formation of banks with more than six partners in order to permit 
the formation of substantial banking houses. Somewhat reluctantly 
the Bank agreed to the latter course, and in 1826 an Act was 
passed permitting the formation of partnerhips of more than six 
persons operating beyond a radius of sixty-five miles from London. 
At the same time, the Bank itself was empowered to appoint agents 
in any part of England on condition that the notes issued by them 
should be payable locally as well as in London. In the .gamo year 
a further measure was passed prohibiting the issue of notes payable 
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to bearer on demand for denominations of less than £5, as an 
attempt to check the irresponsihle attitude of small banks in the 
issue of notes. 

In 1833 the Bank Charter came up for renewal once more. Ever 
smce the passmg of the Act of 1826 it had been a debatable point 
of law whether or not the Act prohibited joint-stock banks from 
opening offices in London for business other than the issue of notes. 
There were many, notably Thomas Joplm, who considered that a 
strict interpretation of the law would allow ]omt-stock banks 
conducting a deposit busmess and not issuing notes, to carry on 
busmess in London, whilst the law officers of the Crown were of a 
similar opmion In order to set all doubts at rest, a clause was 
introduced into the Bank Charter Act, 1833, permittng the estab- 
lishment of banks with any number of partners in London and witliin 
sixty-five miles provided that such banks did not “ borrow, owe, or 
take up in England any sum or sums of money on their Bills and 
notes payable on demand, or at any less time than six months 
from the borrowing thereof." The notes issued by the Bank of 
England were declared to be legal tender lor all amounts above £5 
except at the Bank itself, so long as the Bank should maintain their 
convertibihty mto gold. 

The difficulties experienced by the Bank m 1838-9, owing to its 
lack of a defimte discount pohcy, led to a heated controversy con- 
cermng the functions of a central hank, and finally culminated m the 
famous Bank Charter Act of i8.i|4. This new Act was m accordance 
with the theories of the Currency School, under the leadership of 
Lord Overstone ; the school had gained the ear of the Prime Minister, 
and saw the source of the financial troubles of the country in the 
unlimited note issue of the Bank of England and of the private banks. 
They expected to be able to eliminate this by the regulation of the 
note issue m such a manner that the notes were always backed by 
bullion. Smce this school regarded only gold and bank-notes as 
currency, they hoped to achieve their purpose by prohibiting the 
banks from issumg more than their average for the last decade 
unless they were covered ly gold. 

It is particularly noteworthy that in the heat of the controversy, 
which lasted right into the ’seventies, the fact was completely 
overlooked that the note issue, which formerly had constituted 
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the most important part of the baiiking business, was tending to 
become relegated to the background by the expansion of the deposit 
business. The result was that the holder of a bank-note was secured 
in every conceivable way by law, but that, on the other hand, the 
safety of the deposits entrusted to the banks was left entirely to 
their discretion. 

The Bank Charter Act of 1844 accepted the broad principles of 
the Currency School of thought without conforming completely to 
them. A strict interpretation of these pnndples would have led to 
the issue of bullion certificates completely covered by gold, whereas 
the Act provided for a fiduciary issue of ^^14 millions covered by 
securities only. Any notes issued over and above this amount had 
to be covered by gold. TThe Bank was divided into two separate 
departments, one for banking business and the other for the issue 
of notes, wliilst provision was made for the publication of a weekly 
return showmg the position of the two departments. The question 
of the right of note issue was also dealt with. Banks which possessed 
rights of issue could not increase then circulation, and the nght was 
lost altogether if, by amalgamation or otherwise, the number of 
partners in such firms increased to more than six. In the case of an 
issue of notes which was discontinued for any cause, the Bank of 
England might mcrease its own fiduciary issue by not more than 
two-thirds of the lapsed issue. The Bank Charter Act of 1844 had 
to be suspended three times during the first twenty-two years of its 
operation owing to fineincial crises, but afterward, until the out- 
break of war m 1914, its operation continued without interruption. 
During the War, the Cun*ency and Bank Notes Act of 1914 authorized 
the issue of Bank of England notes m excess of the limits fixed by 
law to such an extent as might be authorized by the Treasury. 
The important change in practice was, however, that durmg the 
War and for ten years afterwards cmrency notes for £x and los. 
were issued by the Treasury, the amount and manner of the issues 
being entirely within the discretion of that department. The next 
great change occurred vnth the enactment of the Currency and 
Bank Notes Act, 1928, the details of which are discussed bdow. 

FUNCTIONS OF THE BANK OF ENGLAND. By virtue of its position 
as a member of that class of financial mstitutions loiown as Central 
Banks, a number of functions devolve upon the Bank of England. 
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The precise nature of these duties is still a matter of dispute amongst 
monetary theorists, for it is impossible to put forward a conception 
of central banking which will be suitable to all countnes for all 
time. A central bank, like every other t37pe of economic institution, 
IS susceptible to change m an ever-changmg economic environment 
One conception of its work is always true — ^it is an organization 
which is chained with the safeguaxdmg of public interests rather 
than of earning dividends It is responsible for the stability of 
national credit, a matter of supreme importance in a modem com- 
munity. Experience has shown that there is an absolute inter- 
dependence between the public finances and the monetary system 
of a country, whilst both are inseparably connected with general 
economic prosperity. In England, where the Bank is a private 
institution and the entire property of its shareholders, its duty to 
the public is none the less recognized very clearly. 

In this connection, as was pointed out by a witness before the 
Committee on Finance and Industry, a central bank should not be 
under the necessity, whenever it has to undertake operations, of 
considering whether they are to the immediate interest of its own 
stocltholders. It must not be under the necessity of having to assure 
itself of earning profits from every operation which it may imder- 
take. Indeed, it may often be compelled to go to the other extreme 
-- and actually sacrifice assets of a profit-earning character or under- 
take transactions which it knows can result only in loss. It roust, 
therefore, be able to hold such a position as to be free from the 
anxiety and care of having to order its operations from the point 
of view of pfi-ming profits. For this reason it is usually agreed that 
a central bank should not pay mterest on deposits. 

One of the principal functions associated with the idea of a 
central banlc is the issumg and the regulation of the currency of a 
country. In the issue of metalhc currency, the State has in all 
cases retained the sole right of issue, but in the case of paper cur- 
rency, this function has, in the majority of mstances, been delegated 
to the central financial mstitution of the community. Note issue 
has now become an official function upon which the Government 
seeks to exercise a measure of control in the public interest, with a 
view to the maintenance of general monetary stability The Bank 
of TT-nglgriH is a private institution and, in theory at all events. 
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independent of the Government. It has been hoped by many that, 
by placmg a note issue in the hands of such an institution on 
definite terms, an automatic regulation of the currency will be 
secured and arbitrary Government interference will be obviated. 
Yet, as Mr Hawtrey remarks in Trade and. Credit — 

As a safeguard against inflation, no reliance can be placed upon the 
independence of a central bank Whatever the law may say, -file cen- 
tral bank will lend to the Government m an emergency. The only 
defence against inflation is to be found in the wisdom of the financial 
world in general, and of Finance Ministers and central banks in 
particular. 

The issue of paper currency then, although best entrusted to the 
central bank rather than to a large number of irresponsible banking 
units, cannot be said to be infaJhble when placed in such hands. 
It is always hable to break down in times of economic stress and to 
expose the community to the evils of inflation. 

Hence, in the performance of this duty of note issue, the central 
bank must observe a number of principles if financial stability is to 
be secured. The value of the notes issued must obviously be main- 
tained at par with the standard money if they are not to disrupt the 
working of the entire S5retem. In order to ensure this parity of 
value the Government will usually enact that certam reserves of 
the standard metal shall be held agamst the note issue, the ratio of 
this reserve to issues vaiying according to the caution of the Govern- 
ment in question. A second pnndple which must be kept m view 
by a bank of issue is that the volume of notes in circulation must 
possess elasticity to expand or to contract according to the needs 
of busmess. Considerable controversy has arisen m recent years 
over this question, and the policy and powers exercised by the 
Bank of England have not escaped cnticism. There are many who 
Tnaintain that the policy of caution on the part of the Bank has caused 
considerable injury to industry and trade, but this question will be 
considered more fully below as part of the wider problem of the 
control of credit. 

A second obligation of a central bank is to create reserve credit 
where needed. The variations in the demand for bank credit from 
timft to tiTTiB can be met normally from the margin of reserve of the 
individual bank, but large increases in demand for credit necessitate 
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a measure of outside aid. The mamtenance of reserves by each indi- 
vidual bank sufficient to meet all contmgenaes would be a wasteful 
process, since such variations in the demand for credit over the 
whole country will rarely be uniform or m the same direction, so 
that the problem of meetmg them resolves itself into one of a rapid 
compensatory shiftmg of credit from the places where demand 
may be relaxing to places where it is strengthening. The process 
, adopted by a bank desirous of strengthenmg its position is that of 
re-discounting bills, which process furnishes the money market 
with a means of hquefying or releasing capital which would other- 
wise be temporarily locked up m discounts. When application is 
made to the central bank, outside capital is introduced, which 
unlocks the normal discount funds of the money market It tends 
to bring about an economical utilization of funds by preventing 
their excessive accumulation at one point and scarcity at another. 
A bank may proceed to strengthen its position in this way either 
directly or indirectly, according to the custom of the money market 
In this country, for example, it is contrary to custom for the joint- 
stock banks to re-discount bills with the Bank of England, and 
when they desire to strengthen their cash position they do so by 
calling in loans — a process which compels the market to apply to 
the Bank of England for credit. It is thus through an increased 
re-discounting of bills for bill brokers and discount houses that the 
market is able to obtam additional credit from the Bank of England. 
In the United States, on the contrary, the same result is obtained by 
the commercial bank borrowing from the Reserve Banks by the 
re-discounting of eligible paper. 

Closely associated with the foregoing is the relation of the central 
bank to the ordinary commercial banks when it acts as the *' Bankers’ 
Bank." Although there is no legal obligation upon the ordinary 
joint-stock banks to maintain their reserves at the Bank of England, 
custom and convention prescribe that this shall be done, and the 
majority of the banks mamtain a more or less uniform ratio of from 
ro to 12 per cent of cash reserves against deposit liabilities. This 
co-operation between the principal banks is of the greatest impor- 
tance in view of the obligation on the central bank to create reserve 
credit on the lines mentioned above, for, unless other banks Tnaintaifi 
a reasonable reserve with the ceutral bank-j the latter institution 
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may be compelled to restrict credit unduly when it is most needed. 
Furthermore, any departure from this conventional pohcy of hold- 
mg reserves with the Bank of England would place the joint- 
stock banks in a position to expand credit in a way that might 
jeopardize the powers of control of the Bank. This difficulty may 
be overcome by the State compelling the ordmary banks to maintain 
a specified proportion of their reserves on deposit with the central 
bank. In the words of Professor Gregory — 

Any group of commercial banks can be made subservient to a cen- 
tral bank by means of legislation foicing the banks to keep such a large 
volume of reseive cash at the central bank as to require the assistance 
of the latter if the normal volume of credit is to be sustained. Thus 
the function of acting as "Bankers' Bank” appears in a new light, it 
may, under given conditions, be a means, not so much of affording 
emergency assistance to the commercial banks or of economizing gold, 
but of conserving to the central bank at all times a power of inter- 
vening on the market. It must be confessed, however, that in the 
United States, for example, the tendency of legislation has been rather 
to weaken than to strengthen the degree to which the commeraal 
banlrs arc subordinated to the central bank in the manner indicated. 
Further, if the increase m the reserve required to be carried at the 
central bank is large in relation to the resources of the commercial 
banks, it may be politically impossible to pass legislation giving the 
central bank such means of control.^ 

Another highly unportant service which it is essential should be 
performed by a central bank is that of conductmg the banking 
business of the Government. The Government collects, srear by 
year, vast sums of money from the community by way of taxes, 
these sums bemg again distnbuted in payment for services rendered 
to the State and m payment of interest on the national debt and of 
sums due to holders of maturing obligations of the State. Yet the 
incidence of these receipts and payments is very unevenly distnbuted . 
Certain revenues are alwa3re being received, such as those from Cus- 
toms and Excise, but others are received by the Government only 
at certain periods of the year, a notable example being the collection 
of income tax and sur-tax which occurs dunng the early months of 
the year. In contrast to these irregular receipts, the State has 
obligations which are falling due practically day by day, so that 
some effective method has to be devised of dealing with them. 

^ "The Theory of Central Banking” m Lloyds Bank Monthly Reuisw, 
April, 1930. * 
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Let -US suppose that the Government has to distribute about £50 
millions in War Loan interest on a given day. Now, if the Govern- 
ment were to make provision for this payment by gradually drawing 
tliis sum from the pubhc and keeping it lying idle until the day 
when it is required, there is likdy to be a harmful contraction of 
credit while the process is going on. But on the day when the 
interest payment is made, the sudden distribution of £30 millions 
will now create an enormous expansion in the volume of credit with 
disastrous price movements and business instability. If, therefore, 
the central bank is to be entrusted with the task of mamtainmg 
monetary stability, the duty of making such distributions of funds 
on Government account must also be vested in it. If this is not 
done, the violent oscillations in the volume of credit wiU inevitably 
create great disturbances in the value of money from day to day. 
If, however, the whole of the arrangements are left in the hands of 
the central bank, it can so lay its plans that the Government has the 
funds which it needs and, at the same time, when these funds have 
been distributed, they may be reabsorbed m an orderly and gradual 
manner without causing undue disturbance. 

Over and above these positive functions which are held to con- 
stitute the duties of a central bank, there are also certain limita- 
tions which are necessarily imposed upon it. In the first place, it 
must maintain its assets m the most hquid form possible. It has 
to provide that the ordinary trading banks of the country shall 
have sufficient credit available to form the basis of the credit which 
they themselves find it necessary to create to meet the varying 
demands of their customers. Unless, therefore, the central bank 
maintains its assets in a liquid form, it can never be certain that it 
. will always be able to perform this task without causmg unneces- 
sary disturbance. A second rule which should be observed by a 
central bank is that of refraining from participating in the ordin- 
ary commercial banking busmess of the country. As we have seen, 
the central bank acts as custodian of a considerable part of the 
reserves of the ordinary commercial bankers, so that it is only fair 
that it should refrain from employing these funds to compete with 
its own customers for business. even more powerful reason for 
the observance of this rule is to be found in the fact that participa- 
tion in commercial banking may impair the efficiency of the central 
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bank for the performance of its own duties In times of crisis, the 
ordinary banks are accustomed to look to the central bank for 
assistance, but if the central bank is engaging in the same class of 
business as themselves, it is likely to be involved in the same 
dif&culties. 

OKGANIZATION OF IHE BANE OP ENOLAND.i For the purposes of 
organization the Bank is divided into two mam departments, al- 
though there are other subsidiary departments. The first of these 
performs aU the banking functions of the institution, including the 
issue of notes, whilst the other is concerned with all the operations 
incidental to the management of the public debt, such as the pay- 
ment of interest and the registration of transfers. This division is 
quite distinct from that laid down in the Act of 1844, separating the 
Banking from the Issue Department. 

The charter under which the Bank is constituted leaves the 
mstitution with great freedom of action. Unlike other central 
banks its operations are governed principally by a code of un- 
written laws which have been evolved in the light of experience. 
A supplemental cliarter was granted in 1892, but it deals only with 
matters of internal routine. The Court of Directors, which is the 
body responsible for the administrative work of the Bank, meets 
every week. In order to constitute a court, it is required by the 
by-laws that there shall be present the governor, or the deputy- 
governor, and thirteen out of the twenty-six directors. The Court 
also appoints vanous committees of its members to deal with 
different sections of the Bank’s work. There is what is known as 
the Committee of Treasury, which might be described as a kind of 
Inner Cabinet of the Bank. It is composed of nine members , the 
governor and deputy-governor are ex-ofiicio members, whilst the 
remainder are elected by secret ballot of the whole Court. It func- 
tions as a special body with whom the governors can consult regard- 
ing aU the more important business of the Bank — such as the fixing 
of the Bank rate. There are also other committees deahng with such 
matters as staff, buildings, and internal organization. 

With regard to the staff of the Bank, the senior official is termed 
the Comptroller, who acts as a cormecting link between the Court 

^ The bulk of the matter m ttus sectioii is based upon the evidence given by 
Sir Ernest Harvey before the Committee on Finance and Industry. 
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and the clerical and official staff He relieves the governors of 
much of the work of internal administration, and he attends all 
meetings of committees so that an official view is always available 
on any subject that may come up for discussion In addition, there 
are other offiaals who act in an advisory capacity in connection with 
special branches of the Bank’s business, many of which are of recent 
development, such as those concerned with the rationalization of 
industry and the cultivation of relationships with foreign central 
banks. Indeed, m connection with the latter function, a depart- 
ment has been formed to deal with the work, and members of the 
staff are in the habit of traveUmg at frequent intervals to inter- 
view the governors and higher officials of foreign central banks, 
whilst, in turn, visits are received from them. 

The Bank has an office which collects and prepares statistics 
regarding mdustry and commerce, showing trends of the trade 
of both this and foreign countries. It receives mformation from 
foreign sources, collates it, and compares it with our own. Formerly, 
this information was circulated only to foreign and dominion central 
banks, but in consequence of a recommendation of the Macmillan 
Committee on Finance and Industry, the Bank commenced in 
1932 the publication of a statistical summary Most of the statistics 
included in the bulletin are obtainable from other sources, but the 
figures are supplemented by a series of charts. 

There is a secretary’s department, which performs work of much 
the same nature as that of a similar department in any other busmess. 
Then there is an audit department, which is continually engaged 
in conducting audits of various portions of the Bank’s work. It is 
independent of all Bank officials and is the direct servant of the 
governor and directors It reports to them direct regarding the 
position which is revealed by its investigations. The chief cashier 
is another important official who is in charge of the department 
entrusted with the task of canymg out all its responsible banking 
duties, other than those deputed to special sections, such as the 
duties of the accountant’s department which is concerned with the 
management of stoclcs. There is also a big printing works, though 
this is not situated on the Bank premises. It is primarily mamtained 
for the production of all the Government dividend warrants and 
bank-notes. This departmaat had its origin in the eighteenth 



BANK OF ENGLAND AND ITS FUNCTIONS 


97 


century, for, in 1783, the directors of the Bank became very con- 
cerned with regard to the haphazard methods of business in many 
departments and set up a special committee of inquiry. Various 
irregularities had been detected, including frauds on the Bank by 
members of the staff and large numbers of cleverly forged notes. 
This committee put fonvard a suggestion that notes should be 
printed in the Bank, but this was not done until 1794 when accom- 
modation was first provided. The two engravers and prmters 
appomted to supervise the work were not sworn servants of the 
Bank and they employed their own men, the directors having no 
voice in their engagement and discharge. Terry and Cole, the 
engravers, were in fact a private firm carrying on their business 
ivithm the Bank, for they fotmd their own materials, except the 
prmting presses and copper for the plates, and were paid by the 
plate for engraving and by the ream for prmting. This system 
proved to be unsatisfactory and successive modifications were 
introduced until, m 1810, the storekeeper’s and printmg offices were 
3stablished, and the persons employed in these offices were elected 
into the service of the Bank in a similar manner to those chosen 
'or the clerical stafi 

Some idea of the size of the Bank and the extent to which it has 
prown as a result of the additional work which has been imposed on 
t since the War, may be gained from the size of the staff, which in 
pre-War dasrs numbered about 1,000, but now comprises some 
5,800 persons. The magnitude of the work which the mstitution 
las to undertake in coimection with the administration of the 
Sfational Debt, for example, may be gathered by the fact that 
:here are on the books of the Bank upwards of 3,000,000 separate 
stock accounts, quite apart from the very large holdings of bearer 
securities. During the course of a 3rear, about 1,000,000 transfers 
lave to be recorded; about 5,000,000 dividend warrants and an 
iqual number of coupons are paid, whilst about 650,000,000 notes 
ire issued. 

With regard to the directors themselves, they are elected to the 
ilourt as men of first-dass credit m the City of London, who are 
issociated with trade of some kind, whether home or fordgn. They 
ire not necessarily holders of Bank stock at the time of selection, 
hough they must become such before they can ]oin the Court. 
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They are selected as men who can bring to the Court first-hand 
information as to what is occornng in vanous spheres of busmess. 
There has never been any idea that members shall be chosen strictly 
as representatives of a particular industry. If they are informed 
regarding the affairs of a given industry it is all to the advantage 
of the Bank, but they do not come as recognized representatives. 
The appomtment of directors as representatives of particular inter- 
ests tends to tie them to those interests and makes them view every 
question submitted to them with a bias. 

EE6UIATI0N OF CREDIT. We have already referred to the facili- 
ties which the Bank of England provides for the joint-stock banks in 
supplying additional credit when needed. This naturally involves 
the central bank in another duty of equal importance, namely, that 
of maintaining a sound aedit situation and avoiding unnecessary 
disturbance of the money market. At certain times of the year, 
abnormally large financial transactions take place, such as those in 
connection with interest payments on national loans. When the 
market might be disturbed by the sudden injection or withdrawal 
of an exceptional volume of resources, the central bank is called 
upon to undertake certain counter-operations to steady the move- 
ment of credit. 

The Bank of England, as the holder of the ultimate cash reserves 
of the country, is entrusted with the function of the control of credit. 
It acts as a kind of reservoir for the supply of money and of credit 
to the business community, and the method whereby control is 
maintained over the flow of resources is through the medium of the 
discount rate. In order to become effective, the discount rate must 
be related in some way to the rates being charged by other banks 
and financial institutions. The dose relation of the Bank of England 
to the money market places it in a position to enforce its control of 
credit on the other banks. If the bankmg institutions of the country 
mcrease the supply of credit to their customers there soon comes 
a time when there is an increased demand for cash for such trans- 
actions as the payment of wages and the settlmg of retail trans- 
actions This come upon the banks themselves and will, m 
consequence, deplete their cash reserves. In order to restore these, 
the banks have to resort to the Bank of England in order to borrow 
cash, and this course, if left to work itself out unchecked, would 
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speedily lead to a heavy drain on the resources of the central institu- 
tion. The Bank, therefore, raises the rate at which it is prepared to 
advance loans, thereby creating a discrepancy, against the banks, of 
the rate at which they can borrow and the rate at which they are 
lending.. In such drcumstances, the further extension of credit 
would be unprofitable, so that the rate which the banks are charging 
their customers — ^the market rate— is raised in order to lessen the 
gap. This immediately restricts the desire of customers for credit, 
since the amount which they have to pay for such accommodation 
is mcreased. 

If, however, the cash resources of the joint-stock banks are 
ample for their needs, so that there is no need for them to resort to 
the Bank of England for accommodation, the mere raising of the 
Bank rate will probably have little effect upon the market rate. 
In such a case, the Bank of England has still a further weapon 
whereby it can enforce its will by selling securities, in the market 
and, in consequence, diminishmg the supply of cash. The banks 
now turn to the Bank of England once more, with the result out- 
lined above. Under modem conditions, as we shall show later, 
these weapons employed by a central bank are not alwa3^ effective 
for the achievement of its purpose The magnitude of the operations 
conducted by the ordinary joint-stock banks and the great magni- 
tude of the resources which are at their disposal prevent them from 
being overshadowed by the Bank of England, as was the case m 
pre-war days. Such operations, therefore, do not always brmg about 
the desired result immediately, although in a country such as 
Great Biitam, with highly-organized financial institutions, it is 
generally recognized that the whole hanking system should conform 
to the requirements of the central hank, since all action taken is 
for the mutual benefit of the system as a whole. 

Summing up the argument which has been so far put forward, 
we may say that the Bank has to perform the following tasks in 
regard to the regulation of credit— 

1, It is the business of the Bank to safeguard the basis of credit 
by checking undue exports of gold and expansion of loans. Raising 
the Bank rate will normally turn the tide of gold back to the Bank 
and will also check unnecessary borrowing. 

2. The Bank rate is an emergency rate and should be higher than 
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the prevailing market rate for the same class of paper. The Bank 
rate does not become effective unless there is a stringency in the 
money market.' The higher or penalty rate is necessary to discourage 
undue borrowmg. 

3 It is the Bank’s pohcy to grant to any borrowers who are in 
the emergency compelled to have resort to it for funds aU the 
accommodation to whicli they are entitled. 

Closely associated with the control of credit is the stabilization of 
the general level of prices. We have already studied the economic 
effects of fluctuations of the price level and, of recent years, the 
extent to whidi a central bank can, or or^ht to, prevent or minimize 
such fluctuations has become a question of considerable importance. 
The case for preventing these violent fluctuations which have 
occurred in recent years is a strong one, and it is only natural that, 
as prices depend in part upon the supply of money and credit, 
people should turn to the central bank, which is responsible for the 
regulation of these, to provide a solution Yet, when the question 
is subjected to closer examination, it reveals unexpected difiiculties 
which have given rise to considerable controversy. In the view of 
Professor Cassd, a central bank diould, by a suitable regulation of 
the supply of the means of payment, be able to stabilize the general 
level of commodity prices. As a measure of this stabihty he would 
employ the general level of wholesale prices for — 

Fairly reliable indices of this level axe already published in a number 
of countnes. Of course, there is always some arbitraxiness in choosing 
such an index number as a measure of the purchasmg power of gold, 
but this is a matter of quite subordinate importance. If the world 
really succeeded in stabilizing the value of gold and thereby the pur- 
chasing power of every gold standard unit so as to keep invariable any 
of the recogmzed English or American mdex numbers for wholesale 
prices, the world would possess a monetaxy system so infimtely superior 
to an3drhing it has ever seen before that it could safely regard this 
problem as solved and proceed to develop its economic forces on the 
solid monetaxy foundation thus laid ^ 

This view has been criticized by Professor T. E. Gregory, who 
casts serious doubts upon the powers of the central bank to achieve 
any such control of credit by the employment of the weapons at 
its disposal Neither by the manipulation of the discount rate nor 
by the purchase and sale of secunties can it be absolutely certain 

^ " The Functions of Central Banks," m lAoyds Bank Monthly Review. 
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that the money market will re^ond in the desired way. There is a 
time lag between the adoption of a particular policy by the central 
bank and its practical frmtion, and this lag is of unpredictable 
duration. Professor Gregory agrees that, assuming the desirability 
of some stabilizing policy, the stabilization of wholesale pnces offers 
as effective a test as any, but goes on to point out certain limita- 
tions In the first place, the technical difhculties in the construction 
of a satisfactory mdex number are very considerable. We may 
instance the diversity of opinion which exists as to the most suitable 
selection of commodities to be mduded therein, as well as the 
relative weights to be assigned to each, as showing some of the actual 
difficulties which arise m practice. Furthermore, it is significant 
that when a number of indices are compared, emanatmg from sources 
of equal authority, the position which they indicate is far from being 
the same in each case. Yet, even if a satisfactory index can be 
evolved, it can only represent an average of all prices, so that 
stability of the wholesale price levd wiU by no means ensure a 
stability of individual prices. Action by the central bank, based on 
this mdex, may give rise to undesirable pnce movements rather 
than restrict them. 

In general, it is impossible on a pnon grounds to say how particular 
prices will behave under pressure. Articles which remain steady in price 
whilst others were rising, will nowfaU ; whilst articles which were already 
falling, will fall still more. Articles, the supply of which cannot be 
altered rapidly, or the demand for which does not respond easily to a 
fall in price, will suffer m comparison with articles the supply of which 
alters rapidly as the price fdls, or the demand for which increases 
rapidly as the price declines. An area dependent on such an article 
may, therefore, be hit badly on grounds of policy initiated because of 
a general situation with whidi it may not in the least be concerned ^ 

The greatest hope for securmg a greater stability in the general 
level of prices than has hitherto been obtained hes in the education 
of pubhc opinion bringing about a greater measure of co-operation 
and conformity with the policy adopted by the central banking 
institution, rather than by the employment of any machinery by 
the central bank itself to enforce its requirements. 

Currency and Bank Notes Ae^ 1928. The historic change made in 
the regulation of British paper money by the Currency and Bank 
Notes Act, 1928, has again focused attention upon the intricate 
1 " The Theory of Central BoDkmg," in Uoyds Bank Months Review 
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problems of currency regulation. But it is important to note that 
this outstanding legislative measmre not only initiated a new phase 
in the history of British currency, but also brought to an end a 
remarkable financial period which commenced in 1914, when Trea- 
sury Notes were first issued through the agency of the Bank of 
England for £1 and los. The British Treasury was the sole con- 
trolling authority which decided the amount of the metalhc backing 
and the number of notes to be put into circulation. During this 
period of fourteen years, the Bank of England issued notes m 
denominations ranging from £5 to £100, and for part of this period 
other British banks possessmg the right of note issue, under the 
Bank Charter Act of 1844, issued their own paper money The last 
1 of these issuing banks was that of Fox, Fowler & Co., Somerset, 
I which ceased to enjoy this right in 1921 upon its absorption by 
I Ll03rds Bank. ~ 

In addition, certain Scottish and Irish banks continued to issue 
their own notes between 1914 and 1928, and these banks still 
possess note-issuing powers. Recently, however, upon attainment 
of a Dominion status, the Irish Free State has, rmder a Currency 
Act of its own, commenced to issue its own corns and paper money. 
Thus, British paper money includes to-day three distmct classes— 

1. Paper money issued in England under the Currency and Bank 
Notes Act of 1928, which is legal traider in England, Wales, Scotland, 
and Northern Ireland. 

2. Paper money issued by certam Scottish banks. 

3. Paper money issued by certain Northern Irish banks. 

The second and third classes are not legal tender in England and 
Wales, nor is the independent paper currency of the Irish Free 
State, which is regulated by the Dail 

Prior to the passing of the Currency and Bank Notes Act of 1928, 
the Bank of England was allowed to issue notes up to a total of 
^19-750,000 not backed by gold or salver. This was the Bank’s 
maximum fiduciary issue, and all bank-notes issued in excess of 
this sum had to be fully backed by gold or gold together with an 
amount of silver up to one-fourth part of tlie gold coin and bullion 
held by the Bank. The 1S44 Act aimed particularly at ensuring the 
absolute convertibility of note issues m this country, and at so 
regulating the paper currency that inflation would be prevented. 



BANK OF ENGLANB AND ITS FUNCTIONS I03 

At the time of framing the Act, expenence suggested that under 
no circumstances was the existing circulation of Bank of England 
notes to fall below a total of £14,000,000. Such an amount, under 
the Act, might be covered by Government securities, and this 
became the basis of the fiduciary issue Of this secunty, £11,015,000 
is debt due to the Bank from the Government, whilst the balance is 
made up of other securities. Yet, whilst securing convertibihty, 
the operation of the 1844 Act was, dunng the whole period of its 
currency, the object of criticism. It was said that the fiduciary issue 
was too small, that the provisions of the Act were ineffectual m 
preventing the recurrence of finanaal crises, and that it made no 
provision for the issue of additional notes m response to temporary 
increases in the demand for money. 

In view of the crisis which arose upon the outbreak of War in 
1914, it was considered necessary, not merely to authorize the 
suspension of the Act, but also to empower the Treasury to issue 
currency notes. The aedits created by the Bank of England in 
favour of its depositors under the arrangements by which the Bank 
undertook to discount approved bills of exchange, and other mea- 
sures taken at the same time for the protection of credit, caused a 
large increase in the deposits of the Bank. Further, the need of the 
Government for funds wherewith to finance the War in excess of 
the amounts rafeed by taxation and by loans from the public, made 
necessary t® creation of credits in its favour by the Bank of England. 
The balanca created by these operations passing to the jomt-stock 
banks by means of payments to contractors and others caused in 
turn a great growth in their deposits. This brought about a corre- 
sponding demand for legal tender currency wliich necessitated con- 
tmually increasing issues of currency notes. The Cunhffe Committee 
on Currency and Foreign Exchanges, which was appomted in 1918, 
to investigate the whole position and make recommendations upon 
future pohcy, advocated cautious deflation until a level of note issues 
was reached at which a central gold reserve of £150,000,000 could 
be maintained. When the fiduciary portion of the issue had been 
reduced to the amount which expenence showed to be consistent 
with the maintenance of such a reserve m the Issue Department of 
the Bank, it was recommended that the outstanding currency notes 
should be retired, and Bank of England notes of low denormnation 
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substituted, the Bank of England fiduciary issue being simultane- 
ously mcreased by an amount equal to the then issue of currency 
notes covered by Government secunties. 

The Currency and Bank Notes Act of 1928 abolished the dual 
control of the nation’s money, and responsibihty for the imtiation 
of any change in monetary policy now rests with the Bank of 
England. Under Section i (i) of the Act, the Bank of England 
may issue bank-notes for and los., and these are legal tender 
even on payment by the Bank of England itself. The Act makes 
an attempt to overcome the rigidity of the pre-war system by 
allowing, under restriction, a variation in the magnitude of the 
fiduciary issue. Thus, in Clause 2, Section 2, we find provisions 
whereby the issue may be reduced — 

The Treasury may at any time on bemg requested by the Bank, 
direct that the amount of the fiduciary note issue shall for such period 
as may be determined by the Treasury, after consultation with the 
Bank, be reduced by such amount as may be so determined. 

Under Clause 8 we find provisions for the increase of the fiduciary 
issue by any amount recommended by the Bank. Such an increase 
must receive sanction by the Treasury and may not contmue for a 
period of more than two years without ratification by Parhament. 
This means that if the Bank is pressed for cash, there is virtually 
an unlimited supply to be had for the askmg. This power was first 
used in August, 1931, when the fiduciary issue was increased from 
£260 mMons to £275 milhons, when the Bank's gold stocks be- 
came seriously depleted on account of heavy withdrawals to the 
Continent. 

BANE OP ENGLAND BETURN. This Return has to be issued every 
week by the Bank of England, and its significance is such m finanrial 
circles that it is usually termed the Barometer of the Money Market, 
Its form persisted unaltered from the time of the Bank Charter 
Act, 1844, until the provisions of the Currency and Bank Notes 
Act, 1928, came into force, when a modified form was introduced 
similar to the example givei on page 105, An examination of this 
Return shows that it is divided up into two sections, namely, the 
Issue Department and the Banking Department. Dealing with the 
Issue Department first, we find that the first item is concerned with 
notes issued, divided under two headings—notes m circulation, and 
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BANK OF ENGLAND 
Return for week ended Wednesday, . . . , ig . . 


Issue Department 


Notes issued — £ 

In circulation . . 356,217,211 

In banking department 51,288,863 


Government debt . 11,013,100 

Other Government secur- 
ities . . . 232,950,236 

Other securities . 11,942,871 

Silver coin . . . 4,091,793 


^407,506,074 


Amount of fiduciary issue 260,000,000 
Gold coin and bullion . 147,506,074 


;£ 407 , 506,074 


Propnetors’ capital 
Rest 

Pubho deposits! 

Other deposits— 
Bankers ^58,372,050 
Other 

accounts 35,511,633 


7-day and other bills . 


Banking Department 


14.553.000 

3,193.124 

3,998,939 


Government securities . 
Other securities— 
Discounts & 
advances ;f5.634,695 
SecuntieB 25,323,623 


94,083,685 

7,537 


Notes . 

Gold and silver coin 


31,158,318 

51,288,863 

976,440 


^117,838,305 


17,838,305 


! Including Exchequer, Savings Banks, Commissioners of National Debt, and 
Dividend Accounts. 


BANK OF ENGLAND WEEKLY RETURN The present form of 
Return, which is illustrated above, js based upon a form which was 
prescribed in the Bank Charter Act of 1844 As pubhshed at the 
present day it difEers in one or two respects from the original form, 
partly as a result of the legislation which was passed in 1928, when the 
currency note issue came to an end and was transferred to the Issue 
Department of the Bank of Ehigland, and partly as a voluntary act on 
the part of the Bank. Notable alterations have been the division of 
“ Oidier deposits " and “ Other securities '' to give the details shown 
above, and the increase in the fiduciary issue 
The fiduciary issue shown in the above Return (^260,000,000) is that 
laid down in the Currency and Bank Notes Act, 1928. In August, 1931, 
the Bank received authority to increase the issue to £ 275 , 000,000 for a 
limited period. 
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notes in the Banking Department. The total given under the heading 
of notes in circulation includes all the notes that have passed out of 
the custody of the Bank of England. That is to say, it includes not 
only the notes that are actually m circulation amongst the ordinary 
members of the public, but also aU the notes which are held in the 
tills of the jomt-stock banks, as well as notes which are set aside 
as cover for the issues of banks in Scotland and Northern Ireland. 
The second figure — ^that of notes in the Banking Department — ^re- 
presents the notes which remain in the custody of the Bank and 
form part of the assets which the Bank is entitled to hold against 
its liabilities in the Banking Department. 

THE ISSUE DEFABTMENT, Turning now to the assets held in the 
Issue Department against these notes, we find that the first item is 
the Government Debt, which, as we have already seen in our ex- 
amination of the historical development of the Bank, includes the 
sum originally lent to the Government upon its foundation, to- 
gether with the various additional loans which have since been 
made. The amount of this debt has, however, remained unchanged 
since 1833. This debt is a mere book entry and is represented by 
no documentary secunty. It bears a rate of interest which was 
feed origmally at 8 per cent, but which gradually fell until in 1914 
it reached 2^ per cent. At the present day, the rate of mterest on 
the debt is a matter of no concern to the Bank, because in the Act 
of 1928 it was provided that the whole of the net profits of the Issue 
Department diould be paid over to the Government. As a result 
the interest payment has become a mere book transfer. 

The second item m the Return- — Other Government Securities — 
consists of any sort of direct obligation of the British Government, 
m the form of long- or short-dated securities. Treasury Bills, or 
Ways and Means Advances, At the present time the bullc of these 
securities takes the form of Treasury Bills. The tliird item—Other 
Securities— consists of all kinds of securities held except sfiver coin. 

It is left to the discretion of the Bank to decide what securities it 
will hold, although under the Act of 1928, the Banlc is required to 
keep the Treasury informed as to the nature of the assets held in 
the Issue Department and of the transactions which take place in 
regard to them. The item consists, at the present time, entirely of 
bills, partly domestic and partly foreign, the proportion fluctuating 



BANK OF ENGLAND AND ITS FUNCTIONS 


107 

from week to week. Agam, the division of the securities items be- 
tween " Other Government Securities ” and “ Other Secunties " is 
left entirely to the discretion of the Bank. At the dose of every 
half year the securities hdd are valued at current market prices, 
and if any depreciation has taken place, provision is made out of 
the mcome of the Issue Department for them to be wntten down. 
From the amount of mcome yielded by these securities there have to 
be met the expenses of pnnting, issuing and cancelling notes, and 
the general expenses of management. 

The next item appearing in the Return is that of Silver Coin. When 
the transfer of the currency note issue to the Bank took place in 
1928, the Government were the holders of a very considerable sum 
of silver com as backmg for the currency notes. They had accu- 
mulated this in consequence of the reduction in the circulation of 
the silver comage which occurred after the War. Under the Act of 
1928, authority was given to the Bank to hold a sum not exceeding 
£5.500,000 of silver, so that this stock accumulated by the Govern- 
ment could be taken over. This holding of silver is gradually being 
reduced as the country requires additional silver coin, and will ulti- 
mately disappear from the Return, its place being taken by securities. 

It will be seen that, by adding all the items together, we arrive 
at the total of the fiduciary issue, namely, £260,000,000 ^ When the 
magnitude of this issue was determined in 1928, the following pro- 
cedure was adopted. Under existing regulations, the maximum 
fiduciary circulation of treasury notes in any year was the legal 
mgyiTTiTim for the following year. The computation was, therefore, 
made as follows — 

Millions 

The maximum for 1927 was *44 94 

To which was added the Fiduciary Issue of the Bank of 
England , . . .... r9'7S 

Total .... *64-69 

From this was deducted Currency Notes circulating in the 
Irish Free State, which were replaced by local currency. ^ 

This amounted in round figures to 

Total 

This was rounded off to make 


. , f*58-69 
. £260-00 


Increased m August, 1931, to £*7S.ooo.f 
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Tlie aim in adopting a fixed fidndary issue on the lines laid down 
in 1928 was to alter the existing system only to the extent that 
experience had shown to be necessary. It was adopted in preference 
to giving the power of unfettered discretion to the Bank as to how 
much gold it should hold against note issues, and m preference to a 
percentage reserve system. Statutory provision was made with a 
view to giving greater elasticity to the fiduciary issue so that 
pressure upon the Banlc might be met by an mcrease in the fiduciary 
issue in preference to the adoption of the extra-statutory procedure 
of suspending the Bank Act. But it was pointed out when the 
Cmxency and Bank Notes Act, 1928, was under discussion that the 
power to mcrease the fidudary issue was not one which it was 
intended to use reluctantly and with hesitation in times of crisis, 
but was intended to be employed whenever the Governor of the 
Bank felt that the existing fiduaary issue was unduly restrictive. 
A number of objections have been advanced against such a system. 
Thus, Mr. Keynes contends that — 

In modern tunes the “ fixed fiduaaiy issue " method may work 
fairly well, if the fiduciary issue is fix^ high enough to leave the 
Cental Baulr in unfettered control of the bulk of its gol d reserve s In 
this case its provisions operate as a check oidy on extCMoemeasures 
of expansion by the Central Bank. Otiierwise it has the effect of lock- 
ing up too much gold in a fashion which has lost its mism d'Sth in 
countries where gold coins no longer cnculate. 1 

Mr. Keynes considers that the Act of 1928 fixed the amount \of 
the fidudary issue at too low a levd so as to fetter unreasonably 
the discretion of the Bank. Very similar views appear to have bben 
hdd by other members of the Committee on Finance and Industry. 
Suppose, for example, that the total of notes issued as shpwn-by 
the Bank Return is £4^0 millions. Then, assuming a fidudary issue 
of £260 millions, the balance of £140 millions must be backed by 
gold, and, unless there is a further inflow of gold or some relaxation 
of the regulations, the Bank cannot issue another note beyond the 
existing total of £4x30 millions. In other words, this total shows the 
maximum number of notes available for financing trade and for 
supporting the superstructure of bank credit. But of the total issue 
of £400 millions, the greater part will be already in circulation in 
the hands of the general pubUc and .the joint-stock banks. In fact, 

Traattse on Money (Val. II). 
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about ^360 millions will probably be circulating, leaving £40 mi11inr) s 
■with the Bank as a reserve available for the financing of an expan- 
sion of trade and credit. If, in these circumstances, an expansion 
of trade of about 10 per cent were to take place, and aggnming 
no mcrease in prices, the additional demand for notes for the pay- 
ment of wages and for small retail transactions, would be roughly 
in the same proportion The Bank would, therefore, have to pass 
some £36 millions of notes into drculation, thereby reducing its own 
reserve to vanishing point. Regarded from this standpomt, the 
Bank can do little or nothing to stimulate a revival of trade, and, 
indeed, may find itself in a position where it has to take action 
opposed to a trade revival. 

The Bank may find itself having to meet a foreign drain of gold, 
as in the summer of 1931. This, of itself, will give rise to a curtail- 
ment of the non-fiduciary portion of the note issue. Further, in 
order to protect the gold reserve it will be necessary to raise the 
Bank rate and again cause a contraction of trade and credit.^ 
In consequence of the existing regulations, therefore, the Bank is 
practically powerless to assist trade in the short period by an ex- 
pansion of credit. Moreover, despite the assertion made at the 
time of passing the Act of I9«8 that the powers for varying the 
fiduciary issue were not to be regarded as emergency powers, the 
Bank of England would appear to be regarding them in that light. 
There was no attempt made to make use of them until the crisis 
in August, 1931, when the fidudaiy issue had to be expanded to 
maintain the note circulation at a sufficiently high level.® 

It has been pointed out, too, that an arrangement which was 
suited to conditions m X844 does not meet present-day needs. In 
pre-war days, gold was held for two purposes; gold was in active 
drculation whilst the notes issued by tlie Bank were convertible 

iSee Chapter VI 

•According to evidence given by Sir Ernest Harvey before the Committee 
on Finance and Industry, the Bank did open negotiations with the Treasury 
with a view to a possible increase in the fiduciary issue in autumn, 1939. On 
the ist October the reserve had faUen to ^£28,000,000, and though it was not 
apprehended that there would be any immediate need to increase the fiduciary 
issue, it was known from past eicpenence that there would be a probable net 
increase in the demand for currency between that date and Christmas of 
about ^20,000,000 Informal airangemeats were practically concluded under 
which the Bank would have made ap^cation and would have been granted 
the right to increase the issue, but the need never arose. Unexpected addi- 
tions to the Bank’s gold stocks occurred which reheved the situation. 
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into gold com upon demand, so that a reserve had to be held in 
case of a "run on the Bank.' Over and above this, gold was 
required for the purpose of meeting a foreign drain. Since 1844, 
however, very considerable changes have taken place. The public 
no longer places such reliance upon bank-notes and coin as means 
of exchange, but has developed the habit of using cheques. Gold 
is no longer in free circulation, and, even when the gold standard 
is in normal operation, the power to purchase gold is denied to 
ordinary persons, since the least amount of gold that can be bought 
costs £ z , 700 . There is, m fact, no gam to be derived from the 
purchase of gold except to a limited number of professional dealers 
and exporters. There is now no danger of an mtemal drain of gold 
so that the gold reserve is held for no other purpose than to meet 
a foreign drain. 

In view of these factors, the majonty of the Committee on Finance 
and Industry took the view that the present fiduciary issue was 
not sufficiently elastic. They considered that circumstances might 
easily arise in which it would be desirable to allow gold to be 
exported without aflecting credit conditions in this country by 
causing a contraction in the note issue. The existing procedure 
whereby the Bank approaches the Treasury for permission to 
increase the fiduciary issue is usually mterpreted by the business 
community as a sign of weakness and gives a blow to confidence 
which it is desired to avoid. They would allow the Bank greater 
discretion and would regulate the issue by — 

1. Fixing a maximum total issue of notes which could not be 
exceeded by the Bank without special permission. 

2. Fixing a minimum figure below which the gold reserve should 
not be allowed to faU. 

Subject to these two restrictions the Committee would allow the 
Bank freedom to shape its own pohey, according to its judgment 
of what was m the general mterest of the whole community. Yet, 
as Lord Bradbury pointed out, in dissenting from the majority of 
the Committee, in the event of an acute crisis the new system would 
tend to operate m much the same way as the old one — either it would 
have to be suspended or sanction must be given for an increase in the 
note issue or a decrease in the gold reserve. Agam, in the ordinary 
working of the system, he considered that the facts on which the 
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Jank would have to base its judgment would be so difficult to 
aterpret that legitimate differences of opinion as to the wisdom of 
he steps taken would be likely to arise on almost every occasion, 
rinally, “ the times at which an increase m the legal tender circula- 
lon is required are times of trade activity and rising pnces — condi- 
lons which invariably go together At such times money tends to 
je plentiful and inflation is apt to develop unless the expansion is 
:ept m check.” 

Very similar misgivings have been expressed by Mr. F. C. Good- 
snough. ^ He considered that tmder such an arrangement as that 
imposed by the Committee on Fmance and Industry the principles 
)f Gresham’s Law would be found to be applicable Although gold 
TOuld be held by the Bank of England for purposes of regulating 
he exchanges, and not as backing for the currency, yet should the 
naximum fiduciary issue be high enough to admit of inflation taking 
ilace, and should inflation actually occur, the same consequences 
vould follow as if gold were held in support of the currency: the 
nflationary influences would have the effect of raising internal 
irices and costs of production, so that the foreign creditor would 
le unwilling to take payment of his debts m goods, and would 
equire payment in gold. The gold therefore would disappear He 
urther considered that there would be greater difficulty in rapidly 
idjusting the exchanges or in maintainmg their stabihty through 
he influence of the Bank rate than would happen if the currency 
rere directly linked to gold 

A further cnticism of the fiduciary issue established under the 
\.ct of 1928 arises on account of its connection with the distribution 
)f profits between the Bank of England and the Treasury. As 
ilready pointed out, the profits of the Issue Department accrue to 
he Treasury, but their magnitude depends on the earnings of the 
Lssets which the Bank holds against the fiduciary issue. Suppose, 
'or example, that the Bank were to ask for an increase m the 
iduciary issue of £30 millions, the first effect would be to transfer 
;his amount of notes from the Issue to the Bankmg Department and 
in equivalent amount of securities from the Bankmg to the Issue 
Department. In these circumstances, assuming interest at the rate 
if five per cent, this would entail a loss of profits to the Bank of 

1 In an address on " Currency " delivered to the Institute of Actuanes. 
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£1,000,000. It was, in consequence, ai^ed by the Committee that 
even though the Bank might be entirely indifferent to a loss of this 
magnitude, it is not reasonable that an action, taken as a matter of 
public policy, should have this arbitrary and possibly embarrassing 
consequence. 

In reply to tliis criticism, it was stated on behalf of the Bank that 
the need for such an mcrease in the fiduciary issue would not arise 
rmtil the banking reserve of notes was already low, so that m con- 
sequence the Bank's holding of securities would have increased. 
As a result, the Bank would have accumulated securites which 
would be available for transfer. The mcrease in the fiduciary issue 
with the consequent transfer of securities would not represent a 
sacrifice of normal profits of the Bank, but would rather correct an 
abnormal increase of profits. Considermg the aspect of the question, 
the Committee said — 

This seems to ns to overlook two considerations In the first place, if 
the existing system were retained, it would be a mistake if the Bank 
were never to apply for an mcrease of the fiduciary issue except when 
it had actually lost or was about to lose gold to the full amount of the 
proposed mcrease In the second place, even if the Bank had lost an 
amount of gold equal to the mcrease in Ihe fiduciary issue, it does not 
follow that it would have wholly replaced this gold by earning assets ; 
for the loss of gold ought sometimes to be allowed to have its direct 
effect of curtai^g credit 

In the event of a precautionary increase m the fiduciary issue in 
anticipation of a loss of gold, it was stated that such an increase 
would he made for wmdow-dressing purposes. In ail probability 
the mere announcement that an arrangement had been made would 
have the necessary psychological effect, so that the increase would 
never actually materialize. Yet, even if the mcrease took place, it 
would not unduly injure the profits of the Bank unless the securities 
in the Banking Department were reduced below normal, and even 
then the additional notes created would probably be quickly converted 
into earning assets. If this did not take place, the presumption 
would be that the additional notes were not required and the 
increase would he discontinued. 

Reverting now to the Bank Return, the last item in the portion 
relating to the Issue Department — " Gold Com and Bullion" — re- 
presents the gold reserve which the Bank holds against any further 
issue of notes. The Cunliffe Committee mentioned a figure of £150 
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millions as being a suitable minimum gold reserve, although the 
Bank has no fixed figure which it considers to be adequate at aU 
times. The sufficiency of the gold held must depend upon the 
changing circumstances of the moment, such as the time of the 
year and the immediate liabilities of the Bank. The most im- 
portant point in connection with the magnitude of the gold reserve 
IS that the lower the level at which it is fixed, the less is our power 
of resistance in the face of a crisis. In other words, the lower that 
the figure is allowed to fall, the more necessary it may be at times 
to take drastic measures for the curtailment of credit. 

THE BANKING DEPARTMENT. The second portion of the Return 
concerns the Banking Department, and, taking the items in turn, 
their nature is as follows — 

1 The Proprietors’ Capital, which is divided mto fully-paid stock. 
The Bank is an ordinary joint-stock company, the liability of its 
members being limited to their holdmgs of share capital. The stock 
can be held in any amount and the Bank has about 14,000 stock- 
holders who may ^ either Bntish subjects or foreigners, though the 
holdmgs of the latter are very small No member can vote unless 
he has held at least £soo worth of stock in his own name for six 
months, but no matter how much stock he holds he cannot mcrease 
his votmg power. No proxy voting is allowed. 

2. The Rest is a reserve of the Bank representing an accumu- 
lation of undivided profits and the balance of profit and loss 
account, and the normal practice is not to allow it to fall below 
a figure of £3,000,000. It forms part of the Bank reserve. The rate 
of dividend on Bank stock has, for some time past, been stabilized, 
but the Bank possesses perfect freedom to vary the amount at 
discretion. 

3. Public Deposits, which represent the sum standing to the 
credit of the Government Departments. Among the figures 'con- 
tained therein are the National Exchequer Balances, Savmgs Bank 
Deposits, Deposits by the Commissioners of the National Debt, and 
sums held for the payment of dividends on Government and other 
stocks. Every such account must be authorized by the Treasury. 
When a dividend has to be paid on a certain date, the Bank from 
past experience knows the number of warrants that are hkely to 
be presented for payment on any day, so that the full sum need not 
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be provided at the outset, but only such amount as is likely to be 
demanded from day to day. 

4. Other Deposits are the deposits of the Bank's other customers, 
including the balances which the great joint-stock banks hold with 
the Bank of England. As the balances to the credit of sundry 
customers is fairly stable, it is possible to judge by the fluctuations 
m this item the amount of the disposable funds of the money 
market and the trend of financial affairs. In general, a high level 
of Other Deposits indicates a large surplus of unemployed funds, 
and IS usually coincident with low mterest and cheap money. This 
item is now divided under two headings, namely, Bankers’ and 
Other Accounts. This division is not imposed upon the Bank by 
statute, but is a voluntary disclosure of information made with the 
consent of the bankers. The Bankers’ accounts are all those of 
British banks whose main business is conducted m this country, 
such as the clearing banks and provmcial banks, but do not 
include the accounts of British banks which operate mainly 
overseas 

The subdivision — Other Accounts — includes all bankers’ accounts 
which are not covered in the foregomg item. It mcludes the balances 
of foreign central banks, the mar^ant banking houses, finance 
houses, discount companies, and insurance and trust companies. It 
also includes dividend accounts of all non-government stocks, of 
which the Bank manages a very considerable number. In discussing 
the functions of a central bank, it was stated that, in general, it is 
undesirable for such a bank to participate in ordinary commercial 
business. This has been recognized by the Bank and the present 
tendency is to reduce busmess of this class. The Bank, of course, 
has still large current accounts for customers other than bankers, 
but no new busmess is bemg undertaken. Again, such concerns as 
insurance companies have accounts with the Bank for a special 
reason. They have large amounts of securities which they like to 
deposit with the Bank for safe keeping, so that they keep an account 
in order to daim this service as customers of the Bank, Even with 
such customers as these, ordinary banking business is not usually 
transacted. 

5. Seven Day and Other BiHs. These are chiefly Bank post bills, 
which are bills of exchange at seven days’ sight which have to be 
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met by the Bank. This item, as will be seen from its magnitude, is 
of minor importance. 

Dealing now with the assets side of the Return, we have — 

I. Government Securities, which include the Bank’s investments 
in Government Stocks and in Exchequer Bonds and Treasury Bills, 
in addition to its loans to the Government on *' Ways and Means 
Advances ” and *' Deficiency Bills,” both of which are means of 
borrowing resorted to by Government Departments to tide over 
temporary shortages pending the receipt of tax payments 

2 Other Securities, indicates the other investments of the Bank 
in securities, such as advances to biU brokers and to its customers 
other than the Government. The item is divided up into two 
classes, the first of which is " discoimts and advances.” This may 
include Treasury Bills if these are obtained by the Banlc from 
private clients, but if the Bank takes them up direct, then they are 
included under *' Government Securities.” The advances are made 
to clients upon approved security which must be of the highest 
class quoted upon the London Stock Exchange. No advance is 
made on a secunty where tho-e is any outstanding liabihty and no 
advances are made against Bank stock. The second subdivision is 
that of ” Securities,” which includes any Government guaranteed 
stocks, any Indian, Ckdomal, or foreign securities, and it may in- 
clude bank and commercial bills. Ordmary shares are never taken. 

3. Bank-notes consist of the amount issued by the Issue Depart- 
ment, but not in circulation. This reserve of notes is, in effect, the 
measure of the maximum amoimt of gold which the Bank would 
part with in the absence of a change m the volume of notes m 
circulation, unless the powers of extending the fiduciary issue are 
used. 

4. Gold and Silver Com. This item is quite small and consists 
principally of silver coins. The total of this and the foregoing 
item as compared with the total of Public and Other Deposits and 
Post Bills, is generally known as " the proportion." 

CO-OPERAMON BETWEEN CENTRAL BANKS. Of recent years the 
programme of financial reconstruction and currency stabilization 
which has had to be undertaken by most European countries has 
been much assisted by the co-operation of financial institutions of 
the same status as the Bank of England m other countries. Each 
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central bank has its own particular problems, but it has become 
recognized that financial conditions prevailing in one country are 
intimately connected with those obtaining elsewhere, and that the 
action taken by one central bank will depend to a large extent upon 
what others are doing. To die but one example, in 1939 the Bank 
of ffTigianH was attempting to lower interest rates in response to 
strong protests from mdustnal and commercial interests. Yet at 
the same fimp the Bank of France was acceptmg gold taken in 
large quantities from England, with the result that it became 
necessary to raise the Bank rate in order to protect our gold 
reserves. This position could in all probabihty have been avoided 
had the principal financial institutions acted in co-operation with 
the full knowledge of each other’s mtentions. 

Nevertheless, despite such occurrences, there has been achieved 
a much larger measure of co-operative action since the War than 
was ever possible' before. This position was partly brought about 
by the return of certain countries to the gold standard. Co-opera- 
tion on this account was certainly not prompted exclusively by 
porigidftratTrms of pure phil ant hropy, for it was to the interest of 
the countries on a gold basis that others should follow. As is pointed 
out by Dr. Paul Einzig in his book The Bank for International 
Settlmmts — 

If there axe only two free gold markets they have to stand the full 
burden of fluctuating demands, while if there are a number of com- 
paratively free gold markets the burden is more easily distributed, and 
the principal gold markets are relieved of part of the pressure 

But co-operation has taken place in respect of another aspect of 
the workmg of the gold standard, namely, in the regulation of the 
demand for gold on the part of the central banks. There is a natural 
desire on the part of these institutions to build up their gold reserve, 
but heavy withdrawals from the principal holders would cause 
embarrassment. In such drcumstances there results a position on 
an international scale closely resembling a " run " on an ordinary 
bank, resulting in a loss of gold which could have been avoided. 
Common agreement has averted some of the worst consequences, 
but mere informal understandings have failed to prevent completely 
this scramble for gold, with its repercussions upon financial stability. 

In 1930 a big step forward was made in international finance 
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when a new type of institution was created in the Bank for Inter- 
national Settlements. It has come into existence in the course of 
an effort to transfer reparations payments with a minimum of 
disturbance to the current of world business. The treaty which 
fixed the amount of these payments made no provision whatever 
for dealing with them, regardless of their effect upon the foreign 
exchange market The question of the economic aspect of repara- 
tions payments cannot be entered into here, but m 1929 a Com- 
mittee of Reparations Experts reported upon the question and, as 
the most important part of their suggestions, proposed the forma- 
tion of a Bank for International Settlements. The immediate pur- 
pose of the Bank was to provide the means for the performance of 
such banking functions as were necessary between the initial pay- 
ment of the reparations annmties and the final distribution of the 
funds. By operation through such an organization, the methods of 
which conform to ordmary commordal and financial practice, the 
stability of international finance is not so likely to be endangered. 
But the Young Committee saw a wider sphere of usefulness for the 
institution, not in competition with already existing banks, but m 
a speaalized field of its own — 

In the natural course of development, it is to be expected that the 
Bank will m time become an organization, not simply, or even pre- 
dominantly, concerned with the handling of reparations, but also with 
furnishing to the world of international commerce and finance impor- 
tant facilities hitherto lacking Especially it is to be hoped that it 
will become an increasingly close and valuable Imk in the co-operation 
of Central Banlang institutions generally — a co-operation essential to 
the continuing slabihty of the world's credit structure.^ 

The Bank for International Settlements is located at Basle, in 
Switzerland, and its objects, as defined in Article 3 of its Statutes, 
are " to promote the co-operation of central banks and to provide 
addi+innat facilities for international financial operations; and to 
act as Trustee or Agent in regard to international financial settle- 
ments entrusted to it under agreements with the parties con- 
cerned.” The Bank is so constituted as to offer the mmimum 
amount of competition with existing institutions compatible with 
performing its legitimate functions. Under the terms of its statutes 
certain classes of business are defimtely forbidden to it, such as the 
1 Report of the Committee of Experts on Reparations 
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issue of notes payable at sight to bearer, the acceptance business, 
the opening of current accounts, and the making of loans to Govern- 
ments. In addition, it cannot acquire business interests in any 
country nor hold real property other than that actually required 
for its own purpose. 

The work of handling reparations payments is placed in the hands 
of a special department, but other work m the sphere of inter- 
national banking is vested in the Banking Department. The func- 
tions of this department have been stated vaguely, probably in 
order to allow extension when required, but the principal tasks 
have been enumerated by Dr. Paul Einzig in The Bank for Inter- 
mtional Seiilements, as follows — 

1. Assistance to countries wishing to restore the gold standards. 

2. Assistance in the maintenance of a gold standard in case of 
emergency. 

3 Assistance in the relief of temporary pressure. 

4, Establishment of an international gold clearing system, 

5. Regular collection and exchange of information upon the inter- 
national monetary situation. 

The same writer suggests that, in the course of time, the Bank 
may undertake additional work, sucdi as the administration of all 
War Debt pa3nments, the financial reconstruction of countries such 
as Russia, and the appointment of financial advisers to Governments 
and central banks. 


TEST PAPER 4 

I Outline the history of the development of the Bank of England. 

2. What are the essential functions of a Central Bank? Compare as 
to their effective discharge of these functions, and as to their 
methods of operation, the Bank of England and either the Bank 
of France or the Federal Reserve Bank of the United States. 

3. State clearly the functions of the Bank of England, and the main 
provisions of the Bank Charter Act, 1844. 

4. It is sometimes claimed that the Bank of England is a State bank. 
Define the position 

5. Describe as fully as you can any two events m the history of the 
Bank of England of great importance to commercial development. 

6. What is meant by saying that the Bank of England is the Bankeis' 
Bank? Show its relation to the jomt-stock banks and describe 
the work of a Central Bank. 

7. Give a brief account of the caganization of the Bank of England. 
How does it differ from the other banks in the country ? 
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8. "The Bank of England governs the money market and hence the 
prosperity of industry." Ejtplain why you agree or disagree with 
this statement. 

9. What IS meant by a One Reserve System of banking ? Illustrate 
your answer from English and American systems. 

10. What is the Bank Bate? What relation exists between this rate 
and other rates of interest or discount? 

11. What is meant by the rate of discount? Indicate the efiects of 
changes m this rate on (a) the mtemal trade, and (6) the foreign 
trade of the country. 

12. Explain what is meant by the gold reserve. How is it controlled 
in this country? 

13 Given normal conditions, what is hkely to be the effect of a rise 
in the Bank Bate upon — 

fa) The price of securities beanng a fixed rate of interest. 

(6) Bates of exchange with other countries. 

(c) Prices in the Umted Kingdom. 

Note the connection between the cause and effect in each case. 

14 Illustrate the importance of the Ratio of Reserve to Deposits in 
the case of the weekly statement of the Bank of England. In what 
way do you regard the movement sigmficant from the point of 
view of the wholesale merchant? 

13. Reproduce an illustrative weekly return of the Bank of England, 
and explain the significance of movements, up or down, of any two 
pnncipal items therein. 

16. Explain how the issue of bank-notes is regulated m this country. 
Is there good reason for the comparatively strict control of this 
form of credit ? 

17. What influences are likely to cause a reduction in the Bank of 
England reserve, and what action would probably be taken to 
counteract them? 

18. Discuss the contention that the creation of a really satisfactory 
money would be regulated primarily by the needs of trade, and not 
by any such essentially irrelevant matter as the q.uantity of some 
particular metal. 

19. If all the income tax for one year could be collected by the Govern- 
ment in a smgle week, e:q)lam m detail the changes you would 
expect to take place in the items of the Bank Return for that 

20. Write a short account of the functions of the Bank for Inter- 
national Settlements. 
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CHAPTER V 
Joint-stock Banking 

The business of banking has evolved as a result of the application 
of specialization in the sphere of commerce. The various activities 
associated with the exchange of goods, as distinct from their pro- 
duction, have, in the course of tnne, become differentiated into a 
number of specialized branches of commercial activity. Of these, 
one of the most important is that of banking and finance. Bankers 
are the custodians and distributors of the liquid capital which is 
the life-blood of our commercial and mdustrial activities, and upon 
the prudence of their administration depends the economic well- 
being of the nation. A considerable portion of the capital employed 
by the individual manufacturer is fixed in the form of machinery, 
plant, and^buildings, but a further portion is held in a more liquid 
form, as, for example, m stocks of goods. When his own resources 
of liquid capital are msuffident to meet requirements, then it is to 
the banks that the manufacturer must turn. The sum total of the 
deposits m the hands of these institutions — amounting to, roughly, 
£2,000 millions in Great Britain— constitutes a central fund out of 
which modem business is financed. Upon the banking administra- 
tion rests the responsibility of so employing this fund that its safety 
shall not be imperilled, whilst at the same time, industry may 
receive the help and encouragement which it requires. Again, m 
addition to the advances which they make to particular under- 
takings, banks and other financial mstitutions play an important 
part m assisting industry and trade as a whole by finaTiring the 
movement of raw materials and the distnbution of manufactured 
goods. 

FUNCTIONS OP MODERN BANKINO. Modem banking has to per- 
form a three-fold function in the economic system. In the first 
place, it has to collect from the whole of the community the savings 
and unused purchasing power into what we might term a great 
reservoir, ^cmdly, it has to place these sums entrusted to it at 
the disposal of those who can make use of them, and, thirr^, it 
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has to provide a suitable mediiun of exchange to facihtate these 
functions. This role as a mediator of capital shows itself with par- 
ticular clearness m a country like England, where nearly the whole 
of the available funds of the commumty appear in the tills and 
books of the banks, and where the capital subscribed by the share- 
holders of the bank itself plays but a small part m comparison with 
the borrowed funds which the bank controls in the form of deposits. 

One of the mam functions of a bank is to gather up idle capital, 
and through its mobilizing power to employ it effectively Money in 
bulk IS always a powerful force in the credit system. Banks become 
effective parts in the credit sjistem m proportion to their aggregated 
money accumulations, and their standing in the credit world. Their 
ability to lend their credit is based upon the more or less effective 
manner in which they have been able to assemble the otherwise non- 
available supplies of capital ^ 

In order to increase their prestige in the eyes of the public, the 
joint-stock banks employ only a relatively small percentage of 
their registered capital in the busiaess, whilst the remainder is not 
called up and will, in most cases, be called up only if the bank 
should go into hquidation; it is thus a guarantee ftind for the 
security of the money entrusted to the bank. The mere enumeration 
of the functions of a bank is suf&aent to reveal the great claims 
which are made upon the organization and administration of these 
institutions. The collection of the surplus capital which has been 
brought to such a high pitch of perfection in England carries with 
it the obligation to maintain adequate cash reserves as a secure 
basis for the credit sjrstem, to mamtain and protect the necessary 
gold reserves for this purpose, measiues which have to be carried 
out especially with a view to preservmg the country’s credit with 
other nations Closely coimected with this function is the bank’s 
duty to procure the necessary media of exchange in the form of 
bank-notes, cheques, and bills of exchange, which constitute the 

I basis of the whole banking ^tem. The most difficult and respon- 
sible function, however, is the investment of the funds placed at 
the disposal of the banker. He is, i n ef fect, the trustee , of Thyasucr 
plus ba lanc e s of the pubhc, 'and'^a policy of over-generous and 
indisai^inate lendingi^ if earned sufficiently far, can only have the 
effect of imperilling these balances. 

1 The Banker's Place in Commerce, W F Spalding. 
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The progress of a nation and its success in the economic struggle 
depend largely on the way in which these problems are faced. 
This is especially true in regard to England, not only because the 
system of credit is more devdoped than that of any other country, 
but also because its economic prosperity is more dependent upon 
trade and transport, and upon the exchange of manufactured goods 
for the raw materials and foodstufib of the other nations, in other 
words, because England is bound up more with world trade than is 
the case with other countries. The concentration of all surplus 
funds m the hands of the banks has given to the Enghsh money 
market its predominant position in the sphere of banking, for it is 
not merdy the quantity of existmg capital but the quantity of 
loanable capital and the degree of TOUingness to lend which deter- 
mines the standard of effiaency of the credit system. With the 
possible exception of the United States, no other nation has suc- 
ceeded in mobilizing its available resources to such an extent as 
has been done in England through the mediation of the banks. 
Tlie great expansion of Bntidi trade and shipping, as well as the 
outstanding industrial devdopment in the course of the nineteenth 
century, are to be attributed to the facility with which capital 
could be raised in the London Money Market for every sort of 
undertaking which promised success. 

There are those who see in the post-wax ascendancy of Paris and 
New York in monetary affairs the inevitable decline of T ou don 
from its nineteenth century greatness as the financial centre of the 
world, to which all countries looked confidently for capital and 
credit. Yet, if the trend of recent evaits offers any reliable indica- 
tion, there would appear to be little danger of such an event +aTri-ng 
place. The accumulation of huge gold reserves is not suf&dent to 
secure pre-eminence. The vast international business carried on by 
the London Money Market rests on a gold reserve which would be 
hopelessly inadequate were it not for the widespread confidence 
reposed in Lombard Street. It is not by hoarding gold that other 
financial centres can outstrip London, but by making their money 
and discount markets freely available to all comers at all times, 
and refusing to give way to sudden panic. It is an old principle in 
London, learned m the hard school of experience, that the way to 
meet a run on banking reserves is to give credit freely to all sound 
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institutions requiring it This truth does not yet appear to have 
been appreciated by London’s would-be rivals. 

TYPES OP FINANCIAL INSTITUTIONS. The fundamental principle 
on which modem banking has been bmlt is that of specialization 
which has led to the most far-reaching adaptation of bankmg 
services to the needs of modem trade. The Committee on Finance 
and Industry enumerates the following specialized branches of 
activity found m a modem financial organization — 

I. Every advanced financial organization possesses a market in 
which funds available only for very short periods are lent out. This is 
designated the call-loan market. The immediate effect of an increase 
in the supply of credit is usually an increased flow of funds to this 
market, whether, as in New York, it is primarily associated with the 
Stock Exchange, or whether, as m London, it is primarily associated 
with the market in bills of exchange, i.e the discount market. 

3. Every organized system possesses a market in which the supply 
of and the demand for short penod loans is balanced. To bring short 
period lending into relation with short period demands for accommoda- 
tion is the primary function of commerdal banks. 

3. Every organized system mdudes a market for the adjustment of 
the supply of and the demand for new long period capital. This is the 
capital market m the ordinary sense of the term, which prepares and 

, ofiers new securities to those seeMng opportunities for investment. 

4. In addition, and as an inevitable accompaniment of the capital 
market, there must be an organization capable of transferrmg owner- 
ship rights in already existing securities. This organization is the 
Stock Exchange. 

5. There are usually special organizations dealing with the supply of 
savings of a special character, or Imkmg up the flow of savmgs with the 
demand for savings for special purposes. Into this category fall the 
insurance companies, the savu^ banks, agricultural mortgage banks, 
and other analogous institutions 

So far as banking proper is concerned, we have in Great Britain 
the foUowing types of institutions — 

1 . Note-issuing Banks. With the disappearance of the private note- 
issuing banks, the principal representative of this branch of banking 
in this country is the Bank of Finland, whose functions have 
already been considered. Certain of the Enghsh joint-stock banks 
have notes in circulation in the Isle of Man, but the total of these is 
insignificant. In Scotland, all the principal banks still possess the 
- right of note issue imder restrictions imposed by law, but such 
notes are legal tender in Scotland only. ‘ 
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2. Deposit Banks. These are the banks with which the public iii 
general deal, and may be divided according to their constitution 
into joint-stock banks and pnvate banks The majority of the 
former class are banks with limited liability, the outstanding repre- 
sentatives being the group usually described as the “ Big Five." 
Banks with unlimited liability are now practically obsolete, the 
only independent representative of this class now remaining is the 
firm of Glyn, Mills & Co. Private banks, which were at one time 
extremely numerous, have now practically disappeared through 
amalgamation 

8. Commorcial Banks. Unlike the dejiosit banks, these do not find 
their sphere of activity in the home trade, but devote themselves 
chiefly to overseas trade They also operate with a larger percentage 
of then own capital in view of the greater risk involved. These 
may further be subdivided into — 

(«) Foreign bankers and merchants. 

(b) Foreign and colonial banks. 

(c) English branches of foreign banks. 

(d) Promoters, financial syndicates, companies and trusts whose 
activity is almost entirely outside the bankmg system. 

Division of labour, however, has not stopped at this, for special 
institutions have developed for dealing in particular branches of 
credit for which a special knowledge of persons, goods, or locality 
is necessary. Thus, in Lancashue we find a small group of old- 
established banking houses maintaining close touch with the needs 
of the cotton industry Again, we find banks whose main business 
is concerned with the finance of British overseas trade in particular 
areas such as Central Europe, Russia, or the Far East. 

DEVELOPMENT OP JOINT-STOCK BANKS. As a consequence of the 
Acts of 1709 and 1742, which stipulated that, with the exception 
of the Bank of England, no other company of more than six partners 
could issue notes or carry on a bankmg business in England and 
Wales, the Bank of England for nearly a century and a half was 
the exclusive ruler of the English Money Market. Against such a 
powerful corporation, the influence of the other banking firms, 
which could be earned on only in the form of ordinary partnerships 
with not more than six partners, was naturally a small one. 

As the note issue of the Bank of England could no longer cope 



JOINT-STOCK BANKING 


125 


with the growing business, especially in the provinces, towards the 
end of the eighteenth century, and still more m the years following 
the conclusion of the Napoleonic Wars, a large number of private 
persons, merchants, and traders found occasion to issue notes them- 
selves and carry on other banking business In the particularly 
acute crisis of 1825, no less than 700 of these bankers became 
insolvent in the provinces. The terrible distress which followed 
this crisis induced public opinion to demand that the issue of notes 
in the provmces should be given into the hands of more strongly 
capitahzed institutions. This demand was carried into effect by 
the Government in i8a6, when banks with more than six partners 
were given the right to issue notes outside a radius of 65 miles from 
London, the latter area being reserved for the Bank of England. 
At the beginning of the thirties of the last century, the first joint- 
9tqck bank was established in London and was intended to develop 
the deposit business, after Joplin had already called attention, in 
182a, to the fact that the wording of the charter given to the Bank 
of England referred only to the issue of notes, and did not embrace 
the banking business. 

The Bank of England now made an attempt to have its privileges 
extended so as to render impossible the establishment of other 
banks. It did not succeed in this attempt, but, on the contrary, in 
the renewal of the Bank’s pnvileges m 1833, it was expressly 
stipulated that "any body politic or corporate, or society, or 
company, or partnership of whatever number they consisted, might 
carry on the business of banking m London or within 65 miles 
thereof, provided that they did not borrow, owe, or take up in 
England any sum or sums of money on theur bills or notes, payable 
on demand, or at any less time than six months from the borrowing 
thereof, during the contmuance of the privileges of the Bank of 
England.” This made possible the estabhshment of the first jomt- 
stock bank, that is, the London and Westminster Bank, established 
in 1834, which is stiQ in existence, forming part of the amalgamation 
now known as the Westminster Bank. 

The period 1833 to 1844 is marked by the vain attempts of the 
•Rgnir of England to make the development of the new competitors 
as difficult as possible, and it even went so far as to formulate special 
rules, according to which these outside banks should be fought. 
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The London and Westmmster Bank, as the pioneer of the whole 
movement, was in continual conflict with the Bank of England. 
Difficulties arose from the fact that banks were ordinary partner- 
ships and did not possess a separate legal identity. In a legal 
dispute it was not the bank, but aU or some of the partners who 
had to appear either as plaintiff or as defendant. The most peculiar 
case, however, arose from the fact that clergymen were forbidden 
to carry on business, and that commercial companies which included 
a clerg3rman amongst their members were illegal On the occasion 
of a bill of exchange suit, the defendant made use of this objection, 
and it appeared that, for this reason, most of the new imdertaldngs 
were illegal. A Bill was immediately passed to sweep away this 
anomaly. 

It is not surprising that the chaotic legal conditions led to the 
growth of a whole series of fraudulent foundations which, m the 
difficult times at the end of the Thirties, all collapsed again, thus 
giving rise to distrust and a demand for further regulation. This 
took place in regard to note-issumg banks under the Act of 1844, 
promoted by Sir Robert Peel. Peel was one of the most pronounced 
adversaries of the joint-stock banks, and his idea was to make their 
establishment as difficult as possible. With this object in view, the 
Act stipulates that the minimum amount of the shares of newly- 
establidied banks should be £100, of which £50 at least should be 
paid up. The result was that the existing banks received a kmd of 
monopoly and no new ones were established until i86a, when a new 
Companies Act was passed whiqh gave companies with a minimum 
of seven shareholders the right of limited liabihty. In regard to 
banks, it was stipulated that businesses with more than ten partners 
would have to form themselves into a company in accordance with 
the regulations of the Act. Other numerous changes in Company 
Law, which are to-day summarized in the Companies Act, 1929, 
are of small importance to the banking community. 

In spite of opposing difficulties and temporary reverses, the 
development of the English joint-stock banks from 1840 onwards 
was phenomenal.' By skilful adaptation to the economic tendencies 
of the times, they assisted in the industrial and commercial progress 
of England during the second half of the nineteenth century. More- 
over, by allowing interest on deposits, they attracted enormous 



JOINT-STOCK BANKING I27 

sums which had hitherto remained idle, but were now mobihzed to 
assist productive activity 

Of recent years, English banking has become concentrated in the 
hands of a limited number of large banking institutions operating 
through a large number of branches. Branch banking has, in this 
country, been carried further than in any other, the English joint-; 
stock banks alone possessing more than 10,000 branch of&ces. This !' 
tendency has not faded to escape criticism on the ground, first of J 
all, that local branch managers have not the knowledge of local 
conditions possessed by the old private bankers, and that, even if 
they possess this knowledge, their actions are so fettered by head 
office that they are unable to utilize it to advantage. The vahdity 
of this criticism has been challenged by the joint-stock banks, who 
reply that their local managers are allowed considerable latitude 
for &e exercise of discretion. Furthermore, it is important to realize 
that it is essential in banking to adhere to clearly defined lendmg 
policies. Such a course of action is essential in the interests of sound 
business, and, as the Committee on Industry and Trade has pointed 
out, the convenient phrase "local elasticity” sometimes has served 
to cover undesirable preferences and personal discriminations. 

Possibly a more serious criticism arises from the tendency towards 
the multiplication of competing branches, which is causing the cost 
of doing business to increase considerably. The number of new 
branches opened would appear to be greater than is justified by a 
spreading of the banking habit amongst the general public. On the 
other hand, it may be said that a branch banking sj^stem rmder 
centralized control facilitates the mobilization of funds and their 
direction to the most productive emplojmient. It serves to streng- 
then the resources at the disposal of the bank and increases its 
power to assist industry. 

SEBYIOES OP THE BANKER. We have spoken of the banker as a 
borrower and a lender of surplus funds, and to-day, even though 
his activities have extended over a far wider field, these still remain 
the foundation of his business. Partly on account of the growing 
complexity of business, and partly as the result of competition 
between banking institutions themselves, the modem banker now 
performs the following functions — 

Receipt 0! Deposits. British banking is essentially deposit banking. 
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being dependent mainly on the funds which are deposited by the 
public, representing either savings or amounts which are not for 
the time being required to meet expenditure. The funds which a 
banker receives in this way are drawn from private individuals, 
busmess houses, and public institutions, and are of two kinds — 
funds deposited on current account and on deposit account. In the 
first case they are withdrawable on demand, whilst in the second 
they may be withdrawn only after notice has been given. In other 
words, the whole of the funds of the deposit banker are liable to be 
withdrawn by customers at very short notice, though, m practice, 
of course, withdrawals actually amount to a small percentage only 
of deposits. Nevertheless, bearing this possibility in mind, the 
deposit banker must preserve his assets m a liquid condition. 

Advancing Funds. This is a form of activity which is complemen- 
tary to the foregoing, and the proper exercise of this function is one 
of the greatest responsibilities which the banker has to shoulder. 
He must keep his funds in active employment, for therein rests his 
opportunity of making a profit, yet, for the reasons explained above, 
he must keep this loan fund in a liquid condition. He must satisfy 
himself that the purpose for which the loan is required is econo- 
mically sound, and be continually on his guard agamst irresponsible 
apphcations for accommodation. Now, ^though a bank can make 
advances considerably in excess of the sums deposited with it, 
owing to the fact that a small proportion only of its deposits are 
likely to be withdrawn at any one time, there is a limitation on 
this process — 

A bank which is actively creating deposits in this way will naturally 
find that a considerable part of the cheques drawn against them will 
be m favour of other banks. It will thus lose part of its cash reserve 
to those banks, and must proceed to limit its loan operations if its 
normal cash ratio is to be meuntained. In practice, therefore, no one 
bank can afford to pursue a policy of creating deposits by making loans 
or investments which is much out of line with the policies of other 
banks ^ 

By virtue of their organization, the joint-stock banks can move 
capital from one district to another with extreme ease and so meet 
the temporary opportunities and emergencies of business, thus 
promoting trade development. 

^ Report of the Committee on Rmaace and Industry, Cm/I 3897. 
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Making Payments. One of the most important of the services 
performed by the English banker is that of providing a simple 
and convenient method for the payment of debts. Through the 
operation of the cheque system, debts can be settled by transferring 
rights to funds from debtor to creditor by means of entries m the 
books of the banks. The cheque system, combined with the facili- 
ties of the clearing house enable debts to be cancelled out without 
the necessity for the intervention of legal tender currency. The 
adoption of this means of pajmient is conditioned by the degree 
of development of banldng organization— the payee must not be 
put to great inconvenience to obtain the proceeds of the cheque. 
Again, the " banking habit ” must be widely developed so that 
the control of funds can be transferred by book entries and cheques 
need not be " cashed ” over the bank counter, thereby givmg greater 
security. Finally, there must exist a high degree of confidence, not 
only in the stabihty of the bankmg system, but also as between the 
various members of the commercial community. 

Discount ol BlBa. A trader who does not wish to lock up large 
amounts of capital m trade credits may draw bills of exchange on 
his debtors and present their acceptances to his banker for discount. 
Provided that the bill is satisfactory, the banker will discount the 
bill at once, so that the trader gets immediate possession of the 
money due to him, less an appropriate deduction for loss of interest 
and for commission to the bank. Much business of this type is in the 
hands of specialized discount houses, but the ordinary jomt-stock 
banks find in it a profitable source of employment for their funds. 

Acceptance ol Bills. As pointed out in the previous paragraph, an 
acceptance may be discounted by a banker before the date of 
maturity, but the ease with which this can be done and the price 
which can be realized depend largely upon the reputations of those 
whose names appear on the bill. An acceptance by an unknown 
provincial trader would obviously be difficult to sell, even though 
he might be quite sound financially. To overcome this difficulty, 
bankers are prepared to accept bills drawn on them by their cus- 
tomers in return for a small commission expressed as a percentage 
of the face value of the bill. By thus accepting the bill, they give 
it their own backing, so that it can be discounted much more 
readily. Such arrangements have to be made in advance and usually 
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a customer requiring this service vrill ask his banker to open a 
credit for him. This is an undertakmg on the part of the banker 
to accept bills on behalf of his customer up to the maximum amount 
specified, and in accordance with the terms arranged. If the bank 
opens a confirmed credit, it carries the issuing bank’s absolute 
guarantee of payment up to the date of its expiry. An unconfirmed 
credit, on the other hand, can be revoked, with or without notice, 
at any time, provided that no drafts have been drawn against it. 

I Inloimation and Advice. The modem banker has become more than 
1 the custodian of his customers’ funds or the lender of capital. By 
‘ virtue of his wide knowledge of general tendencies in the sphere of 
industry and trade, he has become an adviser and consultant to his 
clients. It should be noted, however, that it is no part of the work 
of a banker to promote trading schemes or to determine the channels 
in which industrial and commeraal organization shall run. Thus, 
a witness before the Committee on Finance and Industry put it, 
" a banker must never forget that he cannot and must not be an 
industrialist. He can only play his real part in assisting a company 
by concentrating on the tasks and possibilities which present them- 
selves from time to time in the case of every industrial enterprise. 
It is and must be the rule that the industrialists themselves should 
be responsible for the business and general management of a com- 
pany and that the banker should be the adviser in matters of 
finance." Under this heading we may also note the information of 
a confidential nature which banks give regarding the standing of 
business houses. 

iUIsoellBiioous Services. Taking charge of valuables and securities is 
a facility which a banker offers to his customers. The strong rooms 
and safes which a banker, in the very nature of his business, is 
compelled to employ, constitute a convenient storehouse for those 
valuables which customers wish to protect against fire or theft. 
Bankers also act as agents, trustees, or bailees of their customers, 
carrying through purchases and sales of their stocks and shares, 
holcffng their securities for the purpose of collecting dividends, and 
receiving bills for collection on their behalf. On a customer’s order, 
a bank will pay subscriptions to dubs, charitable institutions, and 
so on, at regular intervals, thus relieviag him of the necessity of 
remembering to make such payments at the proper time. 
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analysis op a bank balance sheet. The principal sources 
of a banker’s funds and the manner in which he is accustomed to 
employ them may be gathered from an inspection of a bank balance 
sheet. Although some vanation exists in the form m which the 
different joint-stock banks present their trading results to the 
public, the followmg are the pnncipal items found. On the habilities 
side are shown the activities of the bank as a borrower and here we 
find— 

1. Capital. This represents the permanent investment of the share- 
holders in the business. In general, this part of the statement 
resembles that of any other limited company, in that it shows the 
classes of shares, the amount of each class authorized and actually 
issued. Usually one class of shares will be partly paid-up, the out- 
standing liabihty being payable only m the event of liquidation. 

2. Besom Fund. This is a fund built up year by year, mainly out of 
undivided profits, to meet any possible contingencies that may arise 
in the future. The creation of adequate reserves is essential m any 
class of business, but is especially so in the case of a banking institu- 
tion, where stability is desired above all thmgs. In addition to the 
disclosed reserves, the banks are known to possess " hidden reserves " 
amounting to substantial sums. These are created by the deliberate 
under-valuation of assets such as investments or bank premises. 

8. DiTldend FayaMe. This comprises the amount to be disbursed to 
shareholders as dividends from the previous year’s net earnings. 
The maintenance of a steady rate of dividend by the banks during 
a period of trade depression, when other businesses were making 
no profits, has been possible only as the result of a cautious reserve 
policy. Banking profits, as revealed by balance sheets, usually 
present an appearance of stability which true experience does not 
justify, 

4. Balanee ol Profit and Loss Account. This is the residue of profit 
earned which is not immediately to be distributed nor defimtely 
allocated to reserve. It serves a s a dividend equ^zation fund, and 
is a valuable second line of defence to the ^ei^ res^e. 

6. Current, Deposit, and Other Aceounts. Current accounts consist of 
money lodged by customers and withdrawable on demand. In 
short, they are the ordinary banking accounts upon which cheques 
are drawn. On the other hand, money lodged on deposit account 
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cannot be withdrawn without notice, but interest is paid on such 
balances. When large sums are lodged for fixed periods of several 
months, the bank may allow a higher rate of mterest than usual. 
This last class of deposits is called " fixed deposits.” 

6. AceeptancBs and Engagements. These are in the nature of a con- 
tingent liabihty, the bank having made itself responsible in Some 
way, as, for example, by accepting bills for certain obligations of 
customers They represent obligations undertaken by the bank on 
behalf of its customers, which the customers, in turn, undertalte to 
make good to the bank. This item is balanced on the assets side 
by the hability of the customers to provide the funds to meet the 
obligations in question. 

Taking now the assets or landing side of the balance sheet, it will 
be seen that liquidity is the prime consideration. 

1. Coins, ote., and Balances with tho Bank of England. This covers the 
coin and notes in the tills of the branches of the bank, and, in 
addition, the credit balance lodged with the Bank of England. In 
the Umted States the member banks of the Federal Reserve System 
are required to maintain balances with their Reserve Bank bearing 
a speafied ratio to deposits. In Great Britain there are no such 
legal requirements, altWgh the ten London cleanng banks adopt 
such a practice. In this connection these banks publish monthly 
figures of reserves in cash and at the Bank of England, though, as 
the Committee on Finance and Industry has pointed out, the 
figures are not altogether what they appear to be — 

/• The monthly figures published by the clearing banks are not true 

^ daily averages, but axe averages of one selected day in each week of 
the month. It seems that, m order to present a better appearance, 
most of the hanks concerned are at pains to manipulate their balances 
with the Bank of England on the selected day of the week, so that 
they stand at a higher figure than usual. Moreover, each of the four 
biggpst institutions pursuing these practices selects a different day of 
the week for the purpose, callmg in loans from the money market on 
its own selected day, but returmng them next morning in time for the 
next big bank to call them for its making-up day. Thus a certain part 
of the published reserves of the clearing banks in the shape of deposits 
with the Bank of England is like a stage army, the same liquid resources 
doing duty four times over in the course of each week. 

2. Balances with and Cheques In Course ol Colleetion on other Banks. 
These include certain small balances maintained with banks other 
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than the Bank of England, and cheques on other banks which, 
although credited to the payees’ accounts, are still awaitmg presen- 
tation. These claims on other banks usually amount to about 3^ 
per cent of the deposits. 

8. Money at Call and Short Notice. This consists of loans to the ‘ 
money market, that is, to bill brokers, stockbrokers, discount and ' 
other financial houses for short periods It earns only a low rate ‘ 
of mterest, for example, weekly loans to bill brokers are madp at 
I per cent below Bank Rate, but it has the great advantage of 
being lent against security of the highest class and of being recover- 
able within a very short time. Under the same heading we may 
place Treasury Bills. These are in the nature of promissory notes 
sold each week by the Government to the banks and others These 
must be paid off at their face value by the Treasury at a fixed time 
after their date of issue. The price at which they are sold is deter- 
mined by competition betweai the buyers, but it is always less than 
their face value. The difference represaits the cost to the Treasury 
of borrowing money in this way and also the profit to the buyer. 

i. Investments. These consist of a mixture of short-dated and 
long-dated bonds and stocks, mainly Bntish Government securities. 
The bank’s policy in regard to these assets is essentially conserva-i 
tive ; the mvestments are selected most carefully, and in all casea 
valued in the balance sheet below market price. 

5. Bills Discounted. The nature of these has already been discussed. 
They include first-class bills bought in the money market or dis- 
counted by the bank for its customers. They carry responsible 
names and automatically become cash, the maturtties being so 
arranged that large amounts fall due for payment from day to day. 

6. Alices to Customers and Other Accounts. Under this headmg is 
included every kind of loan made by a bank to its customers It 
indudes large advances to trading concerns and the small overdrafts 
arranged for private customers. Loans to all classes find their 
place here, whether they are secured by the deposit of collateral or 
the guarantee of a friend, or whether they are unsecured and 
dependent upon the good faith and reputation of the borrower. 

7. liahiltties ol Customers loi Acoeptsneeg. This is the counterpart of 
the item " Acceptances and Engagements ” appearing on the lia- 
bilities side of the balance sheet. 
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8. Bank Fiemiseg. This figure represents the value of the premises 
owned by the bank and its branches, and is usually much below 
their true value. 

THE BAESEBS' CIEABING HOUSE. As we have already seen, one 
of the most notable services which the modem banker performs on 
behalf of his customers is that of providing them with an ef&cient 
means of making payments. It is one of the functions of a monetary 
system to provide the commimity with a medium of exchange which 
can be offered in pa3?ment for goods and services, and, in order to 
facilitate this process, most governments enact that certain forms 
of currency shall be full legal tender. Where this is the case, the 
offer of legal tender currency to the exact amount of a debt is a full 
legal answer by a debtor to a diarge that he has failed to meet his 
obligation. But payment in legal tender currency may prove to be 
an inconvenient and cumbersome method of makmg payment. 
Suppose, for example, a merdiant in Cardiff wishes to make a pay- 
ment of ^5.000 to someone in London and can make it only in legal 
tender currency. He will have to send bank-notes, and, assummg 
that he makes payment by sending five £t,ooo Bank of England 
notes he will be compelled to take precautions against loss by insur- 
ing the package. This will make the process of payment somewhat 
expensive and must in consequence check the development of 
trading activity between places which are some distance apart. 

Fortunately for the development of modem busmess, creditors 
do not usually insist upon their strict legal nghts to payment in 
legal tender cuirency, so that the modern bankmg system has been 
able to evolve a more convement method of payment m the cheque 
system. By this system it is possible to create a single credit instru- 
ment adaptable m amount to the needs of each particular transac- 
tion. In other words, the process of drawing a cheque for £50,000 
presents no greater difficulty than drawing one for £5 12s. More 
than this, a cheque can be drawn in such a way that no person can 
obtam the proceeds other than the one for whom they are intended. 
For the debtor, therefore, the cheque possesses the dual advantage 
of convenience and safety, whilst from the standpoint of the com- 
munity it represents a veiy substantial measure of economy. If all 
debts had to be paid in legal tender currency, a note circulation 
many times greater than that of the present day would have to be 
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maintained. Indeed, were cheques to cease to be available, the 
currency in existence would be suffident only to carry on a very 
small fraction of the busmess of the country. 

Without entermg into any legal technicalities we may regard a 
cheque as an order issued by a customer to his banker to pay a 
certain sum of money to a person named on the cheque, that is, 
the payee. The customer of a bank has an account which gives him 
the right to demand a certain quantity of money and the cheque 
which he draws upon his banker operates as an intimation that he 
wishes to surrender his rights to a certain amount of these funds m 
favour of a third person. The settlement now takes the form of a 
book entry in the ledgers of the bank— -the account of the debtor 
is reduced and that of the creditor is mcreased — and the debt is 
thereby extingmshed. We have to examine the process whereby 
this takes place. 

Let us begin with a simple case. X and Y are both customers of 
the same branch of Lloyds Bank m Cardiff, and X owes Y the sum 
of £100. In satisfaction of this debt X hands Y his cheque on 
Lloyds Bank for the amount and Y pays it in to be credited to his 
account. Smce X and Y have accounts at the same branch, the 
subsequent procedure is very simple. The ledger clerk debits the 
account of X with £100 and credits that of Y with a like amount. 
Hence, the right which X formerly possessed to demand £100 from 
Lloyds Bank has now been transferred to Y, and the debt of X to 
Y has been settled by two book entries without any employment 
of legal tender currency at all. 

But such a case as this does not occur very frequently. Let us 
now assume that X and Y are both customers of Lloyds Bank, but 
that X is in Cardiff and Y m Manchester. X now posts his cheque 
for {too to Y who pays it m. The cashier examines it to see if 
there is any obvious irregularity and then stamps the bank’s name 
and branch on the cheque for purposes of identification. All cheques 
received during the day are sorted and those drawn upon other 
branches of Lloyds Bank are kept apart. Every night they are 
posted to head office where they axe passed to a branch clearing 
department which deals with cheques drawn upon the bank's own 
branches. In the course of the day numerous other cheques drawn 
on the Cardiff branch will come in, both from other branches of 

10— (fio73)“ 
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Diagram Illiista?atttig tbc Clcarui ^ <aP Ctieaiu£S 



The above diagram lUnstnites the process of clearing a cheque. A 
customer of Barclays Bank at a county branch S pays in a cheque 
drawn on branch D of Lloyds Bank llie cheque is sent up to head 
ofBce where it passes to the out-deanng dqiartment for " country” 
cheques. BVom this department the cheque is taken to the London 
cleanng house, where the out-deanng derk for Barclays Bank hands 
it to the in-clearing clerk for Uoyds Bank. The cheque passes 
through Lloyds in-cleanng department and is sent to branch D an 
which it IS drawn If it is in order, branch D debits the customer’s 
account with the amount of the cheque, thus dosing the transaction. 
If, for any reason, payment cannot be made, the cheque is returned 
direct to branch S of Bardays Bank. 

If a cheque is paid in at branch C of Bardays Bank, payable at 
branch A of the same bank, it is forwarded to the branch deanng 
department at head office which transmits it to branch A 
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Lloyds Bank and from other banks as well At the end of the day 
these will be posted to CardifE. Upon receiving the cheque drawn 
by X, the Cardiff branch will debit his account, whilst the Man- 
chester branch wiU already have credited Y's account. Here, again, 
the debt has been settled by book entries in different towns. 

Suppose, now, that Y in Manchester has his account with Bar- 
clays Bank. Upon receiving the dbeque from X, drawn upon 
Lloyds Bank he pays it in and, in due course, it is credited to his 
account. How, then, does Barclays Bank collect the amount of the 
cheque on his behalf from Idoy^? For the purpose of collecting 
the claims which the customers of one bank have on those of 
another, there has been evolved the institution known as the 
Bankers’ Clearing House. This is an institution where the re- 
presentatives of the banks can meet together, with the object of 
setting off the claims of one bank against the counter-claims oi 
another. If, for instance, bank A has claims on bank B amounting 
to ;f5,ooo,ooo, whilst bank B has claims on A for 5^5,500,000, then 
the position between the two of them can be adjusted by a pay- 
ment of 3^500,000 by A to B. Debts amounting to £10,000,000 have 
been automatically extinguished without any pajunent at all. 
Clearing facilities were ofScially established in 1775 amongst the 
London bankers, though there is evidence of a clearing system even 
in the seventeenth century. Thus, in the reign of Charles II the 
goldsmiths kept accounts with one another and settled balances 
periodically in coin. It was not until 1854 that the joint-stocli 
banks became members, and even then they secured the right only 
by a threat to establish facilities of their own. In the same year il 
was laid down that every member must keep an account at the 
Bank of England so that differences might be settled by cheque anc 
not by notes as was formerly the case. 

Returning now to our example, all cheques paid in to the Man^ 
Chester branch of Barclays are sorted into bundles according tc 
the bank on which they are drawn, and each is further subdivided 
into three classes — one for its " Town " branches, one for its 
“ Metropolitan ” branches, and one for its “ Country " branches 
The London clearing is divided geographically into these threi 
sections. Town branches are those which are situated within tei 
minutes’ walk of the clearing house; Metropolitan branches ar( 
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those within thirty minutes journey, whilst country branches in- 
clude all others. To make it easier to sort cheques according to 
this classification, cheques are distinguished by the letters “ T,” 
" M,” or " C,” printed in their left-hand bottom corners. Upon 
arrival at head office the bundles of cheques from the branches are 
sent over to the Bankers’ Clearing House from the out-clearing 
departments, of which there are three, corresponding to the above 
divisions. To each bundle of cheques there is attached a list, known 
as a " charge," giving the amount of each cheque together with the 
total of all cheques in the bundle. 

^ Membership of the London Clearing House is restricted to ten 
jof the big joint-stock banks. The representatives of these banks 
meet there daily and exchange the bundles of cheques. The clerks 
receiving the bundles, known as tn-dearers, proceed to list the cheques 
afresh upon an in-clearing sheet in order to agree the total, if possible, 
with the charges attached to the various bundles. In the event of 
any discrepancy, the in-clearing totals are assumed to be correct 
for the time being, and any adjustment is made later. The cheques 
received are now sent to the in-clearing department at head office, 
where the cheques are sorted and posted off to the branches. Here, 
they will be carefully examined and debited to the customers' 
accounts. If, for any reason, paymait has to be refused, the branch 
will post the cheque dired to the branch presenting it for payment 
Thus, in our example, the Cardiff branch of Lloyds Bank will post 
an unpaid cheque direct to the Manchester branch of Barclays. 
Upon receiving it, this branch will re-debit the customer’s account 
with the amount of the cheque and return it to the customer with 
some conventional statement indicating the reason for non-pa3nneni. 

At the close of each day's operations at the Clearing House a 
balance is struck between each bank’s in-cleanngs and out-clearings. 
According as its in-clearings or its out-dearings arc the greater, it pays 
into or receives the difference from the Clearing House. As already 
stated, each clearing bank and also the Clearing House itself, has an 
account with the Bank of England and clearing settlements are 
effected by drawing on or pa3dug into this account. The receipts 
and pasmients of the Clearing House itself will, of course, exactly 
cancel out. 

There are, however, in the City of London, numerous banks and 
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other financial institutions, on which cheques are drawn, which 
are not members of the Bankers’ Clearing House. Cheques drawn 
upon these institutions are dealt with by the walks department at 
head office. Representatives of thk department present these 
cheques at the banks concerned and receive, m exchange, cheques 
drawn by these institutions upon the particular clearing bank which 
acts as their agent. These cheques are passed through the clearing 
in the usual way. In like manner, any cheques received by such 
banks are transmitted to their agents for collection for their 
account. 

Collection of cheques through the Clearing House does not occur 
m the case of a cheque drawn upon a branch m a town and paid 
into another bank in the same town. In order to simplify the 
process each bank in turn holds a local clearing which is attended 
by representatives of all banks in the town. Clearing differences 
are settled through head office In addition, eleven provincial cities 
contain Clearing Houses of their own.^ Most of these contain 
branches of the Bank of England so that clearing difierences can be 
settled in the same way as in London. Where no branches of the 
Bank are established, differences are settled through head office as 
in the case of local clearings. 

LENDING POLICY OF THE BANKS. As indicated already, one of the 
principal criticisms which has been levelled against the system of 
branch bankmg in this country is that branch managers are fet- 
tered in their decisions with regard to advances by the head office. 
It has been said that the elasticity of the present system is much 
less than that which prevailed in the days of the private banks. 
In evidence given before the Committee on Finance and Industry 
it was, however, pointed out by the chairman of Lloyds Bank that 
the procedure governing the making of advances is very much the 
same as it was with the private banks. In the case of Lloyds Bank 
the general supervision of the bank’s advances is m the hands of 
controllers who are stationed in Ixjndon and at the district offices, 
these officials being directly responsible to the joint general managers, 
of whom there are four, m charge of the advances of the bank. The 
manager of one of the larger branches will usually have the power, 

1 Binmngliam, Bradford, Bristol, Hull, Leeds, Leicester, Liverpool, Man- 
chester, Newcastte-on-Tyne, NotUnghain, and Sheffield. 
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at his discretion, to make advances up to a certain limit, say £i,ooo. 
If the amount required is in excess of this limit he forwards the 
particulars on a form of application to the district office. The 
application is considered by the controller who is m charge of that 
particular district and, if approved by him, it passes on to the 
general manager who is in control of the same district. Provided 
that the required advance does not exceed £15,000, it will be 
sanctioned and the branch notified accordingly. On the other hand, 
if it exceeds this amount, then the matter has to be brought up 
before the board or a committee of the board for approval. 

In certain districts where amalgamation takes place, the distiict 
manager is assisted in his decisions by an advisory committee 
which, in some cases, is composed of members of the former local 
board of directors. These men, on account of their local knowledge 
and contact with the people, give valuable assistance in tins work. 
Again, the local branch manager to whom application is made in 
the first instance is, not infrequently, the same man who was 
manager prior to the amalgamation. In any case, he has just the 
same local knowledge and sympathy in regard to the requirements 
of the district as the servant of a private banking firm. 

In view of the nature of British banking— where a large pro- 
portion of deposits are repayable on demand or at short notice — 
the type of advances which receive the most favourable considera- 
tion are those from trading customers who want temporary ac- 
commodation in connection with their ordinary business. Advances 
for capital expenditure are made with greater reluctance, but it 
does not follow that they are invariably refused. Each case is 
considered on its own merits, special attention being given to the 
possibilities of the eventual hquidation of the loan. An advance 
against the mortgage of an estate, for example, is not regarded as 
a suitable type of business for an ordinary commercial bank in this 
country. Yet, if a customer wants an advance for the purpose of 
developing an estate or for building houses with a ■wew to selling 
them, then the bank is prepared to consider the request. In grant- 
ing the advance it will have to consider whether the expectations 
of the borrower are likely to be realized because, if they are not, it 
will not be safe to grant the accommodation. 

In the case of businesses suffering from the effects of trade 
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depression seeking for an advance to enable them to tide over until 
conditions improve, the case is more difficult. The bank will 
require to loiow sometlung of the past history of the concern as 
wen as of its future proqiects. It wiU have to investigate whether 
its present difficulties are due to a general trade depression «r to 
faults of business policy or management from within. In the course 
of rendering such assistance it may happen — and indeed, frequently 
has happened in the post-war penod — ^that the banks, in the 
course of performmg what they deem to be their legitimate func- 
tions, have been led involuntarily mto the position of investment 
bankers In other words, they have funds which are " frozen " 
and cannot be liquidated owing to trade depression. In conse- 
quence it has been said that the banks have tended to prolong 
the lives of these concerns when, from the point of view of the 
mdustry as a whole, it would have been better had they gone into 
liquidation. In this coimection, Professor 0. M. W. Sprague^ ad- 
vanced the opinion that the great strength of the British banks 
may constitute a defective quality. They are not impelled, for 
the sake of self-protection, to take speedy action in liquidating a 
bad position, by eliminating from the industrial field a badly- 
managed undertakmg, as they might be if the banks were less 
strong. In the United States, where the banks are much more 
numerous, it is customary for a busmess concern of any size to 
borrow from a number of banks A business concern may be 
borrowing from a bank in New York, one in Boston, one in Phila- 
delphia, one in Chicago, or from several banks in any of those 
cities. This imposes upon the credit departments of these various 
banks the necessity of watching then debtors in order to protect 
their own interests. Again, the fact that the bank is usually an 
unsecured creditor in the United States creates caution in the grant- 
ing of advances and tends to enforce an earlier liquidation than in 
thfr country. 

BAIiKINa AND AGMCUITURE. In the midst of the storm of 
criticism to which British banking practice has been subjected 
in recent years, its attitude to the peculiar financial problems of 
agriculture has not escaped attention. Abnormal war time conditions 

1 See Minutes of Evidence taken before the Committee on Finance and 
Industry (Vol. II) 
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brought temporary prospenty to the British farmer, but, with 
the coming of peace, the history of the industry tells a story of 
unbroken depression. It would be out of place to attempt any 
analysis of the numerous causes which have combined to produce 
this undesirable situation, but not least amongst them may be 
mentioned the vital question of finance Now, in common with 
every industry, the farmer requires financial facihties of two kinds, 
namely — 

1 . Short-term Credit to provide him with the necessary working 
capital for current expenditure on seeds, fertihzers, wages, and 
marketing his produce. 

2 . Long-term Credit to provide fixed capital which may be sunk 
permanently or for long periods in the_ acquisition or improvement 
of land and the purchase of equipment. 

Now the agricultural industry in this country is run on in- 
dividualistic l^es. The movement which has given over the field 
of manufacture, commerce, and public utilities to great corporate 
undertakings, working on the principles of joint-stock, has left 
agriculture untouched. Hence, for the most part, the elaborate 
financial machinery which assists in providing the capital require- 
ments of imdertakings engaged in these other spheres of economic 
endeavour, is not available to the farmer. He is, therefore, either 
thrown back on his own resources or compelled to resort to various 
makeshift methods, usually of a h%hly unsatisfactory natmre, to 
obtain the accommodation which he requires. For the most part, 
the post-war depression has exhausted the personal resources of the 
farming community, which is, therefore, compelled to look else- 
where for the satisfaction of its requirements. The farmer has in 
many instances obtained working capital in the form of credit from 
tradespeople, auctioneers, and landlords, thereby intensifying his 
difficulties in many instances. It is frequently almost impossible to 
estimate the cost of such credit, whilst the enterprise of the farmer 
is fettered by the arrangements which he is compelled to enter mto 
with tradespeople, who are, after all, concerned more with the 
success of their own enterprises than with that of the farmer. 

In 1926, the Ministry of Agriculture published a Report on 
Agricultural Credit, which examined exhaustively the whole ques- 
tion. It refuted a common criticism that the new amalgamated 
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joint-stock banks were less sympathetic and more rigid to the 
agriculturist than were the old private banks, and that local bank 
managers were less acquainted with the needs of farming than was 
formerly the case. It was pomted out that relatively more agri- 
cultural loans were, in fact, oubtanding to-day than in the days of 
the small private banks The banks are at aU times anidous to 
maintain and develop their agncultural connections, and are pre- 
pared to hdp as much as possible consistent with their responsibility 
to their depositors. Nevertheless, the Report confirmed the generally 
accepted view that there was room for a very considerable develop- 
ment of the facilities available to agriculture — 

Banks frequently lend on their personal knowledge of farmers with- 
out a defimte charge upon their property, but the extent to wliich this 
IS done is limited. The farmer who has title deeds, share certificates, or 
a life insurance policy to deposit with his bank as collateral has no 
difficulty in securing substantial advances against these securities. 
The small tenant farmer, however, whose main assets are his growmg 
crops and other stock, has difficulty in obtaining adequate bank 
accommodation. 

In view of the mabihty of the industry under existing conditions 
to offer the wealth it produced— its stocks and its crops — as security 
for advances, the Report advocated l^islation enabling the banks 
to take a charge on certain classes of farm produce as security for 
advances. By this means it was recommended that the machmery 
of short-term credit should be concentrated in the hands of the 
banks where the cost of credit is known, and where the fanner can 
escape from the abuses which the tradesmen credit system often 
involves. These proposals were embodied in the Agricultural Credits 
Act, 1928, which had as its objects " to secure, by means of the 
formation of a company and the assistance thereto out of public 
funds, the makmg of loans for agncultural purposes on favourable 
terms and to facilitate the borrowing of money on the security of 
farming stock and other agricultural assets, and for purposes 
connected therewith." 

The new company, the Agricultural Mortgage Corporation, was 
created m 1928 to give effect to the terms of the Act. The share 
capital — ^the dividend on whidh was limited to 5 per cent — ^was 
subscnbed jointly by the Bank of England and other leading 
banks, which agreed to further the activities of the Corporation by 
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placing their machinery at its disposal. The Government agreed 
to advance an amount equal to the paid-up capital, but not exceed- 
ing £1,000,000, free of interest, whilst it undertook to underwrite 
the &st £5,000,000 of debentures issued and invest therein£i,25o,ooo. 
There has, since the mception of this* new undertaking, been a wide- 
spread demand for the facihties which it offers, and there is evidence 
that it has rendered material assistance in agricultural finance. 

BANKS AlO) INDUSI^RIAL HNANCE. The general financial policy 
of the banks in the sphere of industry has ^0 been the subject of 
acute controversy. In the course of a prolonged period of trade 
depression, dunng which the majority of concerns have been faced 
by heavy losses or, at least, sadly diminished profits, the banks 
have continued to accumulate large reserves and mamtain a rela- 
tively high rate of dividend upon their share capital. The opinion 
has been expressed in many quarters that this position indicated a 
failure on the part of the banks to fulfil one of their principal 
functions — ^the provision of funds at a reasonable rate for industry 
and commerce, and that economic activity was being fettered by 
the excesave charges which the banks were levying for the accom- 
modation which they were providing. On the other hand, a counter- 
criticism was advanced by the Committee on Industry and Trade, 
that the banks had done much harm to the permanent interests of 
British industry by supporting weak undertakings which had better 
been allowed to go into liquidation. 

But, more recently, a new point of attack has been adopted. 
For some ten years after the declaration of peace the British business 
community as a whole accepted the prevailing industrial and com- 
mercial depression as a transitory phenomenon — as something which 
would pass as world economic conditions slowly reverted to normal. 
But, as time went on, there came a growing realization that post- 
war ‘ ' nonnality " was going to be something quite different from 1913 
conditions. For more than four years one-half of the world had occu- 
pied itself in the organized destruction of economic wealth, and had 
then spent ten years in the work of reconstruction, so that by 1928 
it Would appear that the world had, roughly speaking, made good 
its losses. The new position was, however, vastly different from the 
old. Manufacturing industry, which had become increasingly com- 
petitive even in pre-war da}^, had become disseminated in many 
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countries under the shelter of tanfE walls. Old markets had gone 
and new ones had sprung mto existence, but the requirements of 
the new were far from being the same as those of the old. Worst of y 
all, the position of the so-called *' basic '' industries — coal, steel, and 
textiles — appeared to have receded m favour of newer “ luxury ” 

" trades. After the World Economic Conference, m 1927, m particular, 
it came home that what British industry needed was a new onenta- 
tion, and for the first time that ill-used word " rationalization ” 
became current. 

British industry stood in need of a process of intensive recon- 
struction. The productive and marketing methods of the " basic ” 
industries were seen to be out of harmony with the economic en- 
vironment of the post-war world. Existing enterprises needed 
reconstructing in various wajre, partly to eliminate destructive com- 
petition, and partly to free them from the crusliinif burden of 
excessive capitalization. Alterations in the technique of production 
had caused the obsolescence of existmg plant and equipment, 
thereby necessitating the scrappmg of the old, with a consequent 
sacrifice of capital investment and the incurring of a heavy capital 
expenditure, if the enterprises were to be placed on a par with their 
overseas competitors. But the truth of the old saying that nothing 
succeeds like success was found to be only too true. A successful 
enterprise of good earning power will find no difficulty in securing 
such funds as it needs for further expansion, but one which has 
suffered from the effects of depression no longer attracts the same 
measure of pubhc confidence. 

Now, in other countries, particularly in France, Germany, and 
the United States, it is claimed that the difficulty of raising new 
capital is not nearly so great, on account of the closer connection 
between the bankhig interests and industry. Thus, in evidence 
given to the Committee on Finance and Industry, it was said — ^ 

Scarcely a single important company in Germany has been founded 
without the collaboration of a bank. Whether it is a case of converting 
a private firm mto a limited company, or of exploiting a new invention 
by establishing a new enterprise, the assistance of a bank is always 
invoked. The bank exammes iiLe situation and, when necessary, 
obtains reports from experts in the partioular hne. If the bank, after 
exammation, decides to found the company, it draws up the scheme 
of financing, determmes the amount and ty^ of capit^ to be issued, 
and then, in some cases, itself takes a part of the shares into its security 
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portfolio with the idea of issuing them at a later date In this way the 
founding bank becomes at the same time the issuing bank, the latter 
functions beginning, however, only with the mtroduction of the shares 
to the Stock Exchange through the mtermediary of the bank. 

The Committee, in. its consideration of desirable credit facilities, 
drew a distinction between intermediate credit and long-dated 
capital. Intermediate credit was defined as that advanced for 
periods ranging from one or two up to five years, and is of three 
main classes, namely— 

1. Credit lot Hlre-purehaga Sales which covers the sale of various 
classes of goods of which the legal ownership can be retained by 
the seller until payment is completed In this respect, adequate 
facilities appear to exist, but it is doubtful whether the public make 

1 full use of them. From recent experience it seems that the risk of 
I loss in the granting of such credits is small, while on the other hand 
} their value in stimulating home consumption should be great. 

2. Advances Against Bofericd Payments which cover the sale of larger 
units such as ships, coke-ovens, or machinery which, after erection, 
is not removable, so that the ownership passes, in fact, from the 
seller. With the growth of the mechanization of industry, the 
demand for longer credits for financing the production and sale of 
machinery appears to be growing. The foreign buyer often wants 
two or three years before he can complete his payments, and, 
therefore, contracts are likely to go to those sellers who can provide 

I sufficiently long credit. In this reqiect, the facilities offered in this 
I country appear to be inferior to those abroad. 

8. Credit lor Long-term Contracts which covers large contracts for 
railways, harbours, roads, and so on. For the most part such con- 
tracts are undertaken on behalf of Governments or municipalities, 
and as the work is often extended over a number of years, loans to 
finance them are required only gradually, payment usually being 
made at previously defined stages of the work. This calls for longer 
credit than British banks are accustomed to give, but in the opinion 
of the Committee on Finance and Industry it should be possible to 
develop such facilities to put British contractors on level terms with 
their foreign competitors 

BANK OP ENGLAND AND INDDSm. As already pointed out in 
the previous chapter, one of the primary functions of a central 
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bank is to maintam its assets m the most liquid state possible. It 
IS no part of its duty to finance mdustry directly, but to safeguard 
the central cash reserves and so make secure the basis on which 
the commercial banks may be aWe to discharge that fimction in 
so far as it is the duty of commercial banks to do so. The excep- 
tional circumstances of the post-war period have led the Bank of 
England to depart from this rule of non-intervention in industry. 
For a time its operations consisted mainly of interviews and dis- 
cussions with representatives of many important industries. It was 
soon realized, however, that action would have to take a more 
definite form, and, in 1929, the Securities Management Trust was 
registered as a private company, in which the Banlc held the whole 
of the capital. This organization came mto being because, owing 
to the abnormal conditions, the Bank came into possession of 
certam securities, acquired for particular purposes. The mere fact 
of having acquired these securities brought the Bank into contact 
with industry. The Securities Management Trust was established 
to take over this business and conduct it in another building as a 
matter quite distinct from the Bank’s ordinary functions, the 
business being entrusted to persons having special quahfications to 
deal with it. 

For this company were obtained the whole-time services of 
various experts — technical, accountancy, legal, and labour. These 
are engaged as directors of the company, and devote the whole of 
their time and energies to it. The objects of the undertaking as 
set forth m its memorandum are to advise industry, to examine 
schemes for reorganization, and to ensure that schemes are of such 
a nature as to justify appeals for financial assistance m other 
quarters The Bank itself had no mtention of finding money, nor 
was it going to attempt to induce others to provide it simply to 
support inefficient or uneconomical industries. When schemes are 
brought to the company, they are examined by the expert directors 
who act in an advisory capacity. When the schemes have received 
their approval, they are suhnlitted to the full directorate of the 
company If this body considers that they are to the public interest, 
the Bank may be prepared to make a temporary advance of a 
limited sum of money until such time as the industiy can appeal 
for permanent investment credit through the usual channels. As 
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soon as an industry has been put on its feet and can feel assured 
that it is m a condition in which it can fairly appeal for investment 
credit, the money advanced must be released so that it may be 
available, if necessary, for the assistance of other industries. 

With a view to bringmg about a closer relationship between in- 
dustrial and fin annal interests the Bankers’ Industrial Development 
Company was formed m 1930. This, again, is a private company 
which was brought mto being by the efforts of the Governor of 
the Bank, It has a capital of £ 6 , 000,000 which is divided into two 
classes of shares; £4,500,000 is subscribed by practically all the 
banks and finance houses of the country, and £1,500,000 by the 
Bank of England. The life of the company is to be for five years 
only, although it can be prolonged by special resolution. The 
nominal capital of the company cannot be called up to the extent 
of more than 25 per cent except in the event of a hquidation, and 
even then those shares held by the Bank of England must be fully 
paid up before calls can be made on the other subscribers in excess 
of the 23 per cent. The object of the company, as laid down in its 
memorandum is "to receive and consider schemes for the reorganiza- 
tion and re-equipment of the basic industries of the country when 
brought forward from within the particular industry, and, if ap- 
proved, to procure the supply of the necessary financial support 
for carrying out the scheme.” 

This undertaking came mto existence as an attempt to fill up a 
gap in the machinery of investment and was not intended to make 
any permanent alteration in the financial structure of the money 
market. It was adopted as an expedient to assist in surmounting 
abnormal conditions. It was created through the influence of the 
Bank of England rather than through a commercial bank, because 
it was found that the fonner institution alone possessed the neces- 
sary influence to take the lead It was possible for the Bank to 
step in with such a proposal without arousing the same antagonism 
as might have been called fcorth had the suggestion emanated from 
a joint-stock bank. Again, those connected with the Bankers’ 
Industrial Development Company have been at pains to malfp. it 
dear that, although the Bank of Ejig^d is interested in the com- 
pany, the two are not associated in any real degree. The two boards 
of directors are separate and the company does not act under 
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the influence of the Bank. Herein it differs from the Securities 
Management Trust which is controlled entirely by the Bank, 

Tlie initiative for submitting schemes of reorganization must be 
taken by the industry concerned, and, when submitted, the scheme 
has to be examined in detail. This is work which can proceed only 
slowly, as the expert staff at the disposal of the company is neces- 
sarily limited. Once a proposition is found to be worthy of support, 
then the company attempts to construct a security which can be 
offered to the public for subscription. It is hoped that schemes for 
the reorganization of depressed industries will receive a greater 
measure of public support if they are backed by a responsible 
body which has submitted them to an impartial and searching 
examination. 

The Committee on Finance and Industry, whilst appreciating 
the need for such a concern as the Bankers’ Industrial Development 
Company, were of opimon that it should be definitely separated 
from the Bank of England. They considered that, in certain 
respects, Bntish financial organization is more suited to the pro- 
vision of capital for overseas loans than for industrial finance. 
There is scope for the foundation of a number of institutions 
engaged in industrial finance and having such functions as — 

Acting as financial advisers to existmg mdustrial companies ; advising 
in particular as to the provision of permanent capital, its amounts and 
types ; secunng the underwritmg of and issuing the company’s securities 
to the pubhc and, if necessary, assistmg previously in arranging for the 
provision of temporary finance in anticipation of an issue , assisting in 
financing long contracts at home and abroad, or new developments of 
an existing company, or foundii^ companies for entirely new enter- 
prises, acting as intermediaries and financial advisers in the case of 
mergers, or in the case of negotiations with corresponding mternational 
groups; and generally being free to carry out all types of financing 
business.^ 

Yet, it was recognized that the success of institutions directing 
themselves to the interests of Britidi industry must depend finally 
on the profit-making capacity of that industry. They may help 
by financial assistance and co-operation, but industrial problems 
must in the main be solved by mdustry itself. In fact, aU those 
measures which are usually described under the name of " financial 

^ Report of the Committee on Finance and ‘Industry 
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reorganization ” may easily prove to be futile in the absence of 
preliminary technological investigation and advice Techmcal and 
financial reorganization shonld proceed together. 


TEST PAPER 5 

1. What are the functions of a modem bank? Explain what a joint- 
stock bank does with its depositors' money. 

2. Mention some of the peculiarities of a banker’s business which dis- 
tinguish it from that of other commercial houses. What axe the 
chief circumstances which should influence the banker in deter- 
minmg the amount of his reserve? 

3. Endeavour to show how the employment of "credit" instruments 
has been largely responsible for tiie rapid development of our 
Banking System. 

4. "The (hstinctive function of a banker begins as soon as he uses 
the money of others.” (Ricardo.) 

"The banker is primatily one who offers facilities for clearing or 
setting-off debts,” (Hawtrey.) 

Discuss these two views of tiie essential functions of banking 

5. Discuss the conditions of the bank amalgamations which have 
created the "Big Five.” 

6. Give your views as to the advantages and disadvantages of the 
absorption of private banks by a few large joint-stock banks, and 
state whether you consider this process to be detrimental or other- 
wise to the banks themselves and to the trading community, 

7 Illustiate, by reference to the balance sheet of a modern joint- 
stock bank, the functions of a modem beinker as a professional 
borrower and lender. 

8 Enumerate the items which usually appear in the balance sheet of 
a joint-stock bank To what points would you direct attention m 
order to estimate the bank’s soundn^ and financial stability ? 

g. What classes of banking assets are to be considered the most 
liquid? Discuss the question from the point of view of the indi- 
vidual bank, and from that of the banking system as a whole 

10. " Bankers are borrowers, not custodians of their customers’ money,” 
Explam carefully the meaning of lliis quotation, 

1 1. If all banks in a country made a defimte rule to lend 90 per cent 
of their deposits on any good security, and regulated the rate of 
mterest to enable such a inroportion of their deposits to be put 
out on loan, what do you imagine would be the ultimate effect on 
the financial and monetary slate of the country? If possible, illus- 
trate your answer historically. 

12. Outline the services which the banks render to the business com- 
munity. In what way, if any, do you consider the banks "create 
money " ? 

13. Mention various possible explanations of an increase in the total of 
bank deposits in England, How far can this be regarded as a sign 
of prosperity? 
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14 Write a short account of the structure of the English banking 
system, and of the way in wMch it helps Britirfi trade and 
industry 

13. Discuss the financial problems of agriculture, and consider what 
steps have been taken m this country to meet them. 

16 " Every industrial and commercial company has a double financial 
problem, namely, to provide itself with adequate permanent 
capital and to obtain, as occasion warrants, temporary or seasonal 
credits ” 

Discuss the adequacy of existmg financial orgamzations in this 
country to provide these facihties 

17. Indicate briefly what, in your opinion, is the most desirable rela- 
tionship between the banker and the mdustnalist. 

18. Write a short account of the woik of the Banlcers’ Industrial 
Development Company. 



CHAPTER VI 


THE MONEY MARKET 

When we speak of a money market — such as the London Money 
Market — ^the impression produced is likely to be misleading. In the 
first place, when we refer to a market we usually have in mind a 
group of traders carrymg on business in a definite locahty and, not 
infrequently, confined within the four walls of some building In 
actual fact, there is no place set aside m the City of London for the 
puipose of negotiations and transactions in money. Secondly, the 
commodity which is dealt in is not money in the sense of legal 
tender currency, but is rights to money and cafttal m the form of 
credit instruments of every descnption. The money market is 
essentially an economic market, and is an area in which the demand 
for credit is enabled to establish contact with the supply. The 
money market is therefore a somewhat abstract conception, and the 
institutions which comprise it are not easily defined In the words 
of Lavington — 

It consists of a nucleus of specialized institutions, such as the banks, 
the market for negotiable securities, the bill brokers and the trust and 
finance companies, which form the inner market, or Money Market 
proper But it extends beyond this centre, forming an outer market 
which includes the work of the sohcitor who arranges for the transfer 
of capital on mortgage, of the provmcial broker who promotes the sale 
of new and old securities, of buildmg societies which facilitate invest- 
ment in houses, of the system of trade credit, and of those less defimte 
arrangements for facilitating the movement of capital which, as the 
market is extended outwards, become more and more closely bound up 
with the processes of trade and mdustry ^ 

' We find a money market of some descnption located m most 
areas where economic development has proceeded beyond a primitive 
stage, though its importance and the degree of efficiency with which 
it conducts its operations are subject to wide variation. In fact, the 
degree of financial organization of any region varies m close relation 
to its economic development. As communities become less self- 
sufficient and begin to appreciate the benefits of specialization with 
1 The Enghsh Capital Market. 
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' its inevitable concomitant — exchange — ^then, of necessity, their 
financial organization must also develop. At first, the machinery of 
the market is planned to deal with credit instruments which dis- 
pense with the transmission of coin and bullion in the settlement of 
debts, the most notable example bemg, of course, the commercial 
bill of exchange. But at a later date, the expansion of the size of 
the unit of busmess enterprise necessitates the introduction of the 
negotiable share, and throws upon the financial organization the 
duty of providing a market both for new and old negotiable securi- 
ties of this type. With this development we obtain the nucleus of 
a money market m the modem sense. 

RISE OP THE LONDON MONEY lURKET. Of all the countries in 
the world. Great Britam was, dunng the nineteenth century, the 
most interested in international finance and investment, and, quite 
early m the century, London came to the fore as the financial capital 
of the world. In the course of her rise to that pre-eminent position, 
there gradually evolved that complex group of specialized financial 
institutions, which, even to-day, has no exact parallel in any other 
centre, and to which we refer as the London Money Market. There 
had, in the past, been great financial centres with a European 
reputation — ^Florence, Genoa, Augsburg, Antwerp, and, in the 
seventeenth and eighteenth centuries, Amsterdam. In this last 
centre, financial operations had been systematized to a greater 
extent than had liitherto been the case, for the Dutch understood 
the use of negotiable instruments and established a market for 
dealing in them. 

During the eighteenth century the prosperity of Holland suHered 
a disastrous, decline whilst Great Bntam consolidated her position 
as a commeraal nation. In consequence of the Navigation Acts, 
England freed herself from dependence on the Dutch carrying trade, 
and during the eighteenth century there commenced an accumula- 
tion of capital which gave promise of financial mdependence as well. 
The money market which emerged in London in the early nineteenth 
century, as the result of a series of revolutions, both pohtical and 
economic, was only about one hundred years old. The Bank of 
England was already the central institution of the market, con- 
trolling as it did the note issue m London, managing the Government 
debt, marketing the short-term bills of the Government, m addition 
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to rendermg its services to the banking and mercantile interests. ’ 
There were many merchant houses, with extensive coimections 
abroad, whose acceptances and drafts gave rise to an extensive 
structure of commercial paiier, for which the Bank of England 
frequently provided discount facilities. 

Private banldng firms, the successors of the London goldsmiths, 
hf iH conducted their business in some cases before the foundation 
of the Bank. They 'had now began to form valuable connections 
with the country banks engaged in the finance of domestic trade. 
Indeed, these " country rag merchants,” as they were described by 
Cobbett, came to provide the monetary system throughout the area 
in which they operated by drawing sixty-days' bills on their corre- 
spondent bank in London. After 1773, the brokers and jobbers of 
Jonathan's Coffee House, laid the foundations of the Stock Exchange 
though this was not recognized as a socially desirable institution 
until after the Napoleonic Wars. At that time the bulk of their 
dealings were in Government stocks, and it was not until the first 
decade of the nineteenth century that commercial stocks were dealt 
in, such as those of canals, turnpikes, and coal-mining companies. 

This oddly-assorted community of finanaal dealers attained 
cohesion under the stimulus of war. The private banks and the 
merchant bankers of London now came to the fore, for their co- 
operation was essential to the Government in the conduct of the 
Wax. 

Nearly the entire cost of the War was to be met abroad. In gold or 
supphes, the proceeds of loans or taxes must be at the disposal of Great 
Britain and her Allies in the field. Only merchants, through their 
foreign correspondents, were able to perform this service. They could 
meet pay-rolls in Flanders out of Mexican dollars coming in payment 
for calico dehvered m Spain. They could assemble cloths from York- 
shire, sabres and muskets from Shield, and horses from Ireland, and 
deliver them in Trieste for an Austrian campaign.^ 

As trade mcreased, the number of bills of exchange in circulation 
increased as well. Fimds, which could not find profitable employ- 
ment, accumulated in the agricultural districts, whilst the manufac- 
turers of the north were constantly pressing their banking institu- 
tions for loans which could be provided only with difficulty. As a 
result of this pressure, the northern bankers attempted to procure 
^ L. H Jenks, The MtgraMon ofBntish Capital to 1875. 
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liqxiid funds by discounting commercial paper in London. Finally, 
there came into existence specialized biU-broking firms who could 
examine the merits of this commercial paper and, on the strength 
of their recommendation, could bnng buyers and sellers of bills 
together thus diverting hquid capital to profitable employment. 

Money left the agricultural distncts of the south-east and went to 
assist the development of the manufacturers of Lancashire and York- 
shire. London served as a sort of natural balance to estabbsh an 
equihbrium of supply and demand between the banks of the agricultural 
and those of the manufacturmg distncts.* 

Upon the termination of the French Wars, the London Money 
Market turned its attention increasmgly to overseas investment. 
It was becoming clear that the economic development of Great 
Britain would be dependent upon the expansion of her markets 
overseas, and that these could be developed only through invest- 
ment. Between the end of the Napoleonic Wars and 1825 there 
was a mania for foreign loans in. Europe, whilst in the twenties the 
revolted Spanish colonies in South America sought British funds as 
a means of consohdating their position. These loans, particularly 
in Latin America, were made with little discrimination, so that by 
1827 the majority of the borrowing Governments were in default. 
For many years, the finances of these states were in a condition of 
chaos, whilst the stocks whidh the original investors had purchased 
passed at low prices into the hands of professional speculators. In 
man y cases, too, the funds which were advanced brought little 
permanent benefit to the countries which received them. Those 
advanced to stable European states stimulated economic develop- 
ment, but often it was true to say that — 

The evident pohtical corruption, the constant agitation, the changes 
and insecurity which the best of these States exhibits, may, in some 
degree, have been produced by the demoralizing effects of the capital 
which has been obtamed under false pretences, and which has been 
squandered for dishonest or facetious ends, and which, consequently, 
as in Greece, has allowed these short hved Governments to run a career 
of reckless folly, mdifferent ahke to the support and the feelings of the 
masses of the people ■ 

In the thirties, the tide of British investment turned m the direc- 
tion of the United States. The bill drawn on London had assumed 

* Hal4vy, A Htstory of the Efighsh People tn 1S15. 

* H. H. Parish, DipUmuOic H%story of the Monarchy of Greece, 
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an important position in the finance of American trade. The 
American trade m tea and silk with the Far East, for instance, was 
settled by these bills, winch then went from Hong Kong to India 
in payment for opium, and finally reached London in payment for 
exports of manufactured goods to the East, or as part of the Indian 
revenue. In the thirties there was a boom in Anglo-American 
investment through the floating of loans by states and municipalities 
for the development of public works. The immediate success of 
the State-constructed Ene Canal caused a boom in similar enter- 
prises which were financed mainly by British capital. Although the 
investor knew little about American State finance, the high rate of 
interest, combined with the fact that the capital was supposed to 
be employed "productively” attracted large sums of money. 
Finally, an excessive development of the S3retem of credit caused a 
collapse in America followed by a suspension of interest pa5ments 
and, in certain cases, by repudiation of debts. 

The disappointments of the early forties — for at one time 
£50,000,000 in Government stocks were in default — caused an 
increase in home mvestment and gave rise to the railway boom of 
the forties. The money market dmring this period extended the 
scope of its appeal to a large investing public, composed mainly of 
middle classes. Financial information began to be widely dis- 
seminated when the leading London and provincial newspapers 
commenced the publication of a regular money article. This article 
dealt with trade, the exchanges, and other topics having a bearing 
upon the markets for short-term loans or long-term investment. 
The first financial paper for the general public was the Mimng 
Journal, founded in 1834. This dealt with mining companies in 
which British capital was employed, but earned news of other 
companies as well. The development of railwa3re at home soon led 
to activity in overseas railway building, thereby opening up a new 
and vast field for the investment of capital The British mvestor 
advanced large sums to Governments for the purpose of State rail- 
way construction, whilst in other cases companies were formed with 
British capital to construct railways in undeveloped countries, such 
as Canada or the Argentine Republic. These Government and 
railway securities were widely quoted and dealt m on the London 
Stock Exchange, so that there were developments in the machinery 
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for dealing in securities. This railway development had a further 
important reaction upon the organization of the money market, 
since it was followed by "the development, extension, and special- 
ization of the mechanism of credit for facilitating the new world 
movement of goods. Banking, exchange businesses, discount and 
accepting houses, produce exchanges and speculative markets all 
expanded and altered m character. The development of credit in 
aU its various forms became very elaborate to enable these intricate 
world operations to be carried out smoothly ” ^ 

In the fifties and sixties the mercantile credit mechanism of the 
London Money Market extended its ramifications abroad. The bill- 
broking firms had become the most powerful financial institutions 
of the City. In 1855 a big step forward in the financial organization 
of business occurred, when the principle of hmited liability was 
adopted in the Companies Act of that year This measure, together 
with the consohdating Act of 1862, made possible the attraction 
of much more capital mto industry, since persons could now invest 
in mdustrial and commercial enterprises without any risk of losing, 
at the worst, more than the amoimt of their original investment. 
After the mtroduction of the new legislation, all partnerships with 
seven members might register as companies with hmited liability. 
Banks were at first excluded, but in 1858 they were included in the 
concession unless they issued notes This change in the law offered 
a considerable stimulus to company promotion, and between 1862 
and 1870 more than six thousand companies were registered. It 
also caused a new development of financial organization since, 
hitherto, British finanaal mstitutians had held aloof from anything 
in the nature of permanent investment in btismess. Now there 
arose a series of finance companies having as their object the 
development of all kinds of productive undertalangs. Their mode 
of operation was, in the majonty of cases, quite unsound, involving 
as it did the acceptance of money on deposit, repayable at short 
term, and the advancing of these funds in permanent investments, 
often of a speculative character. Into this class of business many 
banks and discount houses of estabhshed reputation were tempted 
with disastrous results. In May, 1866, the City was shaken by the 

1 L. C A. Knowles, The Industrial and Commercial Revolutions %n Great 
Britain during the Nineteenth Century. 
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failure of a number of these companies, but the crowning disaster 
was the failure of the firm of Overend, Gurney & Co , whose reputa- 
tion ranked second only to that of the Bank of England. In the 
crisis which followed, these unsotmd institutions were swept out 
of existence. 

In the last thirty years of the century other financial centres came 
into bemg, but no other money market challenged the position of 
London as the great market for commercial bills and accommoda- 
tion paper. Thanks to the existence of well-established discount 
houses and bill brokers, the London Money Market provided 
unrivalled facilities for the finance of trade. The sterling bill had 
come to be regarded as the mtemational currency of commerce, and 
it could be said that Great Britam “has provided aU the financial 
facihties needed for its exporters and importers to do business with 
other men anywhere on the globe, and conversely through British 
agencies, merchants in the most remote regions have been able to 
transact business, not only with British subjects but with the 
merchants of any other country."^ Over and above this function 
of acting as a great centre for tte finance of traduig activities, the 
London Money Market advanced large loans to other countries by 
way of long-term investment. London was a free capital market, 
unhke Pans and Berlin, where the respective Governments exerted 
control over foreign loans. The greatest power in London lay m 
the hands of the Stock Exchange, which had adopted the practice 
of refusing quotations of the securities of Governments which had, 
in the past, failed to fulfil their obligations. 

There exists but little agreement on the rate of growth of British 
overseas investment. In the course of the upward movement of 
trade, which occurred between 1869 and 1873, there was a flow of 
British capital abroad, mainly to the Umted States. It has been 
estimated that by 1875 the total of British foreign investments was 
not less than ^1,200,000,000, and that by 1914 the figure had 
increased to ^£4,000,000,000. Although such estimates are neces- 
sarily subject to a wide margin of error, there undoubtedly occurred 
in the seventies a big investment of British capital overseas, and 
this movement continued with temporary set-backs up to the out- 
break of war. This growth of investment caused considerable 
^ U S,A. Federal Trade Coxnmisaion. 



THE MONEY MARKET 


159 


changes in the national pohcy and outlook Early Victorian states- 
men had insisted that it was no part of their duty to look after the 
mterests of British investors in foreign countries, but the develop- 
ments of the seventies created a new attitude — 

Where loans were made directly to foreign Governments there was 
a growing tendency to insist on political and economic safeguards, con- 
cessions, and liens on local revenues. Moreover, as trade changed its 
character and came to include a growmg.ainount of capital goods paid 
for by loans from British citizens to foreign companies or sold to British 
companies operating abroad, the British people came to have a far more 
direct interest in the political and economic behaviour of the countries 
to which they sent their savings . . . the seller of factory plant or a 
railway to an undeveloped country could only hope to be paid back by 
instalments, as the capital goods he sold became productive over a 
period of time He had, therefore, a strong interest in their being used 
to the best economic advant^e, and was inclined to regard the preserva- 
tion of order and tranquillity in the countries to which he lent his 
money as one of the rights of property.^ 

OBGANIZATION OP THE MONET MARKET. We have already, in 
a previous chapter,® given a statement of the general types of 
financial institutions wluch we may expect to find in a developed 
fi r ianc ial centre We have now to examine the form which these 
institutions assume m the London Money Market which has long 
been recognized as the most comprehensive and highly organized 
in the world. Indeed, it may be said that London is the only centre 
in the world where the supply of and demand for money are efficiently 
organized and controlled. Strictly speaking, the London Money I 
Market is not a single market at all, but a group of markets, for it ^ 
embraces the discount, acceptance, bullion, and foreign exchange ( 
markets, as well as the markets for new capital and for issued j 
securities. The central institution of the market is the Bank of 
England, whilst the most prominent members are the great clearing 
banks. We have already discussed the nature of these organizations 
in some detail, and it now remains to consider briefly the nature of 
the other components of the market. 

Aeeepling Houses. In pre-war da3re the acceptance business was 
carried on mainly by private banking firms which had evolved out 
of merchant firms engaged in foreign trade. The business has, since 
the War, been subject to keen rivalry on the part of the joint-stock 

1 G D H. Cde, British Trade and Industry. 

» Chapter V, p 123 



l6o ECONOMICS OF BANKING, TRADE, AND FINANCE 

banks, though the operations of the latter are stiU confined mainly 
to first-class and the less specialized types of business. The accep- 
tance market, through the expert knowledge of the dealers com- 
prising it, is able to transact with safety much commercial busmess 
which the banks themselves would not care to touch. Tlie business 
of these houses is to accept bills which are drawn on them by 
traders instead of drawing on the true debtor. For example, a 
Bntish importer wishing to mpoit goods from South America, will 
go to an accepting house and ask them to open a credit m favour of 
his supplier tlirough a South American bank The overseas exporter, 
after shipping the goods, draws a bill for their value on the London 
accepting house and sends it to the local bank to be discounted. 
He forwards the shipping documents with the bill, and the bank, 
relying on the standing of the acceptmg house which has furnished 
the letter of credit, discounts the draft, so that the South American 
exporter receives his money at once. The bank then forwards the 
draft and shipping documents to its London agent for presentment 
to the acceptmg house. Once accepted, the London agent may hold 
the biU till maturity or discount it at once and reimburse his prin- 
cipal in South America. The shippmg documents may be retained 
by the accepting house until the account is settled by the British 
importer, or, as is more usual, handed over to him at once. The 
acceptmg house draws a commission for its services in the transaction. 

In the above example, we have considered a case where one of the 
parties to the transaction is located m this country. In a very large 
number of cases, however, the goods do not touch this country at 
aU, but are financed by bills drawn on London A merchant in 
France, who is a chent of a London accepting house, wishes to 
purchase goods in Chile The South Amencan merchant has pro- 
bably no knowledge of the credit standing of the Frenchman, but 
neither he nor his banker has any doubt as to the standmg of the 
London acceptance house. The French merchant makes arrange- 
ments with the acceptance house to accept a biU on his behalf, and 
instructs the seller of the goods in Chile to draw a bill on the accept- 
ance house for the amount of the consignment In all probabihty 
the Chilean merchant wiU hand the bill, with shipping documents 
attached, to his banker. It is discounted by the latter, and is then 
forwarded to London for acceptance. The acceptance house may 




The London Money Market may be divided into two principal sub- 
divisions— the market for shOTt-t^^n capital and the market for long- 
term capital. Ihe former includes the activities of the joint-sto^ 
banlcs a nd the merchant banKing institutions which deal m bills The 
market for long-term capital is divided into the section which deals 
with new issues and that concerned with transactions in securities 
which are in the hands of the investing public, but where a change in 
ownership is desired. The market for such old securities is furnished 
by the Stock Exchange. 
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forward the shipping documents immediately to the French mer- 
chant so that he may take delivery of the goods, or may retain them 
until cash has been received from him to the amount of the bill. 
In effect, then, the credit of the acceptance house is interposed 
between the seller and the buyer, thus providing a basis of confidence 
upon which a trading transaction can take place. 

The complamt is sometimes made that this system provides 
foreign traders with cheap acceptance facilities at the expense of 
British exporters. Although no reliable figures exist, it is known 
that the predominant part of bankers’ acceptances in the London 
Money Market is used in financing the trade of foreign countries, 
but this, of course, must naturally be the case if London wishes to 
retain her position as an international bankmg centre. Furthermore, 
British exporting houses of good standing can employ the facilities 
offered on exactly the same terms. It is said, however, that first- 
dass British busmess houses do not care to have their biUs in 
circulation and prefer to obtain credit through the more expensive 
bank loans. To this extent, therefore, the remedy lies in their own- 
hands. Yet, it would be wrong to assume that it is the resources of 
London alone which are being employed to finance a large part of 
the world’s trade. The great majonty of the foreign customers for 
whom the acceptance houses accept bills, hold large deposits of 
funds with the acceptance houses. These funds are equal to the 
bills which are drawn upon the acceptance houses, so that London 
is not required to produce any money. 

As mentioned above, the acceptance business has been under- 
taken, to a certain extent, by the joint-stock banks since the War, 
though the bulk of theu busmess is thought to be with foreign banks. 
The banks conduct the busmess as a single department of their 
activities, whereas the acceptance houses specialize upon it. In 
consequence, they are able to undertake busmess which carries with 
it a heavier burden of risk — a course of action in which they are 
justified because of their special knowledge of the business which 
they are doing. 

. Discount Houses. This market carries the work of the acceptmg 
houses a stage farther by providing means for maintaining an 
adequate supply of liquid funds. The business is mainly concerned 
■with the bu5mig and selling of bills drawn on the acceptmg houses, 
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and as the rate charged for discounting such bills is lower than tliat 
charged on biUs drawn on commercial houses, the commission 
charged by the accepting houses for guaranteeing pa3mient is usually 
more than counterbalanced by the differences in the rates charged 
for discounting the two tsifpes of bill The capital of the discount 
market is mvested mamly in securities, which are used as a guarantee 
for the loans granted by the banks and others in order to provide 
the funds necessary for its work. 

The London discount market consists of tliree public companies, 
which control about one-half of the total capital invested in the 
business, and also of a number of pnvate companies and firms. 
The bulk of the resources employed by the market are obtained by 
direct borrowing from the banks for which the market acts as a 
second line of defence. In order to meet the demands which are 
made upon them by their customers, the jomt-stock banks maintain 
cash reserves at their branches, whilst their balances held at the 
Bank of England are regarded as cash since they are withdrawable 
on demand. The banks require, in addition, a means whereby their 
surplus resources may be mvested remuneratively, and yet, at the 
same time, be easily liquidated. Herein lies the function of the 
discount market which receives money for short periods — as a rule, 
from one to seven days. 

The prmcipal source of supply of bills is furnished by the accepting 
houses, whilst large quantities come from the foreign and colonial 
banks, either direct or through a “ running ” broker. The functions 
of this latter intermediary are becoming more and more restricted 
with the passage of time. The broker does not assume liability for 
any of the bills in which he deals, but makes his profit by a small 
commission. The market divides the bills which are supplied into 
two categories — ^Bank Bills and Fine Trade Bills. The former are 
biUs accepted by British banking institutions, includmg accepting 
houses, whilst the latter are drawn and accepted by first-dass 
merchants and traders. These bills are discounted at Market Rate 
which is lower than the Bank Rate. Two quotations are usually 
given for the market rate, the lower of which is applied to bank 
biUs and the higher to trade bills, so that the buyer of the latter 
obtains a larger allowance in interest to compensate him for the 
greater riak which he runs. 
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BiiUiou Market. The British Empire produces about 70 per cent 
of the world’s output of gold, so that, m consequence, London has 
become the prmcipal gold market The most important source of 
open market supplies of gold are the consignments from South 
Africa, which are offered in the market every Tuesday and sold to 
the highest bidders. The destination of these purchases is watched 
with keen interest, although it may happen that the identity of 
the purchaser is not revealed. It may be possible to deduce this 
information later on, as, for example, if the daily announcement of 
gold movements, issued by the Bank of England, shows a purchase 
of gold coinciding with the amount sold m the open market. Again, 
it may be possible to obtam the information from figures relating 
to the import and export of gold published twice weekly by the 
Customs. 

Three factors have recently combined to affect the position of 
the London gold market, namely, the practice of direct shipments 
of South African gold, forward buying of South Afncan gold, and 
the establishment of an mtemational gold clearing sjTstem by the 
Bank for International Settlements.^ Thus, the gold requirements 
of India have been met by direct shipment from Durban, thereby 
saving transport costs. Agam, a part, or sometimes the whole, of 
the bar gold shipped from South Africa has been sold while m 
transit to this country. This has occurred in the case of France, 
when, as a result of the depreciation of sterling m relation to the 
franc, a better price could be realized owmg to the premium com- 
manded by forward French exchange. Hence, when forward buying 
occurs, the bullion is no longer available when it reaches the London 
market. 

FoToign Exchange Market. The organization of this market enables 
the debts of traders in one coimtry to be settled by the debts of 
traders in another. The basis of these operations is, as already 
pointed out, the bill of exchange, but in recent years, as a result of 
the centralization of the foreign exchange business m the hands of 
the great London banks, international debts are now usually settled 
by cable remittances, because of the speed, convenience, and safety 
of this type of settlement. In addition to the foreign exchange 
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departments of the banks, there are in London about forty foreign 
exchange brokers who specialize in different currencies The brokers 
are in constant telephonic and telegraphic communication with the 
banks m this country and with their correspondents overseas. They 
act merely in the capaaty of mtermediaries on behalf of their 
customers, the banks 

Formerly, the London foreign exchange market was located in 
the Royal Exchange, but at the end of 1920, meetings were dis- 
continued, and now the market has no central meetmg place. 
Indeed, at the present day, the market is nothing more than a close 
network of telephones, which connect up dealers and brokers both 
in London and in the provinces, as well as the nearer Continental 
centres. There is no formal membership of the exchange market 
such as found in the case of the Stock Exchange, although, in 
practice, the bulk of the deahng is done by the ]omt-stock banks 
and the larger banking houses These institutions undertake 
exchange transactions for chents who bring them other business, 
and, m consequence, the banks quote low rates, which make the 
position of the pure foreign exchange dealer somewhat difficult. 
The dealers receive orders from the general public and carry out 
the transaction through the mediation of a broker. The broker 
does not deal himself, so that one of his principal functions is that 
of hnking up existing supply and demand In addition, however, 
he performs a further service of considerable importance, namely, 
that of acting as arbiter with regard to the rate agreed upon for 
each deal — a formahty which is settled even before the names of 
the two parties to the contract are declared to each other. 

Jttarkot lor Long-torm Capital. Hitherto we have considered the 
various institutions of the market which are concerned with the 
supply of short-term capital. Taking a wider view of the market, 
however, we may also include institutions which deal m the per- 
manent capital mvested m mdustry and commerce. This market 
consists of two sections, each of which is distinct in function. The 
first section consists of the market for new capital, which comprises 
those mstitutions which prepare and offer new secunties to those 
seeking opportunities for investment. In England, this market for 
new securities is made up of a vague, iE-organized, group of institu- 
tions which collectively perform the work of issue. 
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The more important of these are the underwriters, among whom are 
included many of the banks, the Trust and Finance companies. Insur- 
ance companies, and financiers of all descriptions , the brokers who lend 
their names to the prospectuses, assign the underwriting on payment 
of an "oveiriding” commission, carry through many of the technical 
formalities, and open up a market among their chents, the bankers 
who receive subscriptions from the pubhc and issue securities in 
exchange; and the advertisement houses whose specialized machinery 
may enable them in some cases to distribute a million prospectuses in 
a day among a selected pubhc, together with the experts who draft an 
attractive prospectus and arrange for advertisement and notices m that 
part of the financial and general Press which is appropriate to the 
particular issue.^ 

The second section of this organization is the market for old 
secunties, which acts as a natural complement to the business of 
issuing new securities. This market consists of the highly-organized 
London and provincial stock exchanges through the medium of 
which ownership rights in already existing secunties may be trans- 
ferred from one person to another The existence of this market 
facilitates the work of issuing new capital, since the investor sub- 
scribes to new issues with greater confidence when he knows that 
there exists machinery which will enable him to liquidate his 
mvestment in case of need. 

BAKE OP ENOIASD AND THE MONEY MARKET. The Bank of 
England, acting in its capacity as a central bank, is charged with 
the duty of maintaining the stability and mtegnty of the monetary 
system. In order to discharge this responsibility, it is essential that 
the Bank should be in a position to exercise control over the credit 
created by other institutions of the money market, so that the Bank 
must act as the leading concern m the market. It must have weapons 
at its disposal whereby it can make its pohcy effective The degree 
of influence which it can exert upon the various members of the 
market is, of course, by no means umform, some bcmg affected 
quickly and directly, whilst others are influenced only in a more 
indirect manner. 

The immediate influence of the Bank's policy is felt in the market 
for short-term capital and, in particular, by the discount market 
and the joint-stock banks. The discount market operates, first of 
all, with its own capital, and secondly, with funds borrowed from 
the commercial banks on day-to-day loans. These loans may be 
^ Lavington, The Ei^Ush Capital Market, 
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withdrawn from the market at any time when a bank wishes to 
strengthen its cash position Hence, a bill broker who is carrying 
biUs of exchange with that money, necessarily has to replace it by 
boTowing elsewhere. Should all the banks call in, simultaneously, 
their loans to the discount market, then there is only one place to 
which the brokers can go to borrow funds in any quantity, and that 
is to the Bank of England By taking bills of exchange of a specified 
t3q)e to the Bank, the bill broker can borrow funds by discoimtmg 
them with the Bank at the o£B.cial rate of discount, known as the 
Bank Raie. It is an understood thing that the discount market can 
always obtain accommodation from the Bank within certain limi ts 
and on certain terms The Bank must, of course, impose certam 
restrictions from time to time m order to safeguard its own interests. 
For example, suppose that the market considers that the Bank Rate 
IS likely to nse in the near future so that there are expectations of 
a period of high rates, the brokers may decide to discount their 
holdings of bills immediately at the Bank, and replenish their port- 
folios at the higher rate. In such circumstances, the Bank may 
decide to grant aU the accommodation which is required, but wiU 
discount bills only with a short period to run — say, two or three weeks. 

Again, the Bank will discount bills only of a certam approved 
type, and although no regulations are imposed by statute in regard 
to this matter, the custom is qmte definite. The biUs must bear at 
least two good British names, one of which must be the acceptor. 
The biUs may represent the movanent of commodities from abroad 
to this coimtry, or they may relate to transactions m which this 
country is not concerned at all, except that they are financed on the 
basis of credit obtaiaed from a British acceptance house. In such 
a case, although the bill relates to movements of goods abroad, it 
IS a British acceptance. By offering such instruments for discount, 
the market loiows that it can always get accommodation at a price. 
It should not, however, be inferred that any discount house can 
come to the Bank and obtain accommodation without hmit, but 
the relations between the Bank and the discoimt market are of an 
extremely intimate nature. In view of the service which the Bank 
renders to the market, it claims the right to be kept fully mformed 
regarding the position of the discount houses, and may even require 
to see their balance sheets. 

I *-(6073)“ 



l68 ECONOMICS OF BANKING, TRADE, AND FINANCE 

The relationship between the Bank of England and the joint- 
stock clearing banks is of an intimate character, being fundamentally 
that of banker and customer. The Bank issues currency and receives 
it, according as the clearing banks choose to demand or to pay in 
cash. It also acts as the agent for the Clearmg House in the settle- 
ment of clearmg differences between one bank and another by means 
of book entnes. The joint-stock banks regard their balances at the 
Bank of England as cash holdings, and these, combined with their 
till money, furnish the sums required to meet the ordinary opera- 
tions of the day between themselves and their clients. In the 
ordinary coui-se of things, the Bank has no means of knowing, with 
any degree of accuracy, what cash reserves the joint-stock banks 
hold by way of tiU money. On two occasions durmg the year — ^the 
30th June and 31SI December, when the banks make up their 
balance sheets— the Bank is able to arrive at an accurate figure with 
regard to the volume of cash held as till money. The monthly 
statements which are produced by the clearing banks are of little 
value since they are historical in nature when they appear, and offer 
no means of keeping touch with fluctuations m cash reserves as 
they occur. The monthly figures supplied by the banks are subject 
to a further grave defect. Thrare are four different days of the week 
on which the banks compile theur statements as to cash reserves, 
and each bank, on its make-up day, strengthens its cash position at 
the expense of the remaining banks and other members of the money 
market. As Mr. Keynes puts it — 

Each takes it in turn to call from the money market a certain quantity 
of resources which will swell their balance at the Bank of England on 
the day of the week sacred to the particular bank which is calling. In 
this way a certain part of the published reserves of the "Big Five" is 
a stage army which appears four times over. When Bank A’s sacred 
day has passed, it lends. to the money market that part of its Bank of 
England balance which is no longer required for pubhcation purposes, 
for the money market to pass on as promptly as possible to Bank B 
whose sacred day has arrived, so that a Bank of F.nglgnrl balance which 
belonged to Bank A’s reserve at dawn has put in a public appearance 
before sunset as part of Bank B’s ; and so on, day by day.*- 

This uncertaiuty, however, obviously extends to the balances of 
cash on hand as well as to Bank of England reserves, and, conse- 
quently, imposes difaculties in the control of the currency. If there 
* A Treatise on Money (Vol. II) 
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is a demand by the public for an increased currency circulation, to 
the extent to which that increased demand may be met by the 
bankers out of their reserves, there is no indication to the Bank or 
to the pubhc that an increased demand for internal circulation has 
taken place. In like manner, if notes are returned from circulation, 
and are used to add to the banker’s mtemal cash reserves, the fact 
is not indicated. 

The connection between the Bank and the vanous institutions in 
the market for long-term capital is of a more indirect character. 
The Bank, through its discount pohcy, may exert an influence on 
Stoclc Exchange deahng, and on the amount of speculation The 
relations of the Bank with the issuing houses which undertake the 
issue of the higher-class secunties, are quite informal in character. 
These mstitutions usually inform the Bank of their intentions when 
they are about to make a new issue in order to avoid the danger of 
placmg too many issues of a particular kmd upon the market at 
one and the same tune A certain amount of restraint may be 
exercised to prevent any interference with Government operations. 
The whole relationship is, however, quite mformal, and is carried 
on in the interests of both parties. 

BANK BATE POLICY, There are two general methods whereby 
the Bank of England controls the volume and terms of credit in the 
domestic monetary system in order to maintain the stability of the 
national monetary unit. The first of these is usually described as 
the Bank Rate Policy,,that is to say, the terms upon which the 
Bank is prepared to purchase approved bills from the market. 
The second method comprises what are known as open market 
operations, that is, the purchase or sale of assets in tfie" market, on 
the initiative of the Bank of England itself. As we have already 
seen, the Bank Rate is the rate at which the Bank of England 
IS prepared to discount first-class bills of exchange. Much of its 
influence is due to the fact that, by custom, the clearing banks vary 
certain rates of interest, charged or allowed, by reference to the 
level of the Bank Rate Thus, the rate of mterest allowed by the 
deanng banks on London deposits — ^known as the banker’s deposit 
rate — is usually z per cent below Bank Rate. The rates charged 
by the banks on loans and overdrafts, as well as on advances of call 
money to the discount market, usually bear a more or less fixed 
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DIAGRAM SHOWING RELATION BETWEEN THE 
RATES OF INTEREST IN THE MONEY MARKET 
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Bankezs’ loan Bate. The rate of interest charged by the jomt-stocdc banlcs 
on loans and overdrafts It is usually fixed i per cent to i per cent above 
Banlr Rate, wUh an agreed nunimnm of commonly 4 per cent to 5 per 


Bank Bate, The official minimum rate of discount at which the Bank will 
discount certam types of bills for the discount market. The Bank may dis- 
count bills at a slightly lower rate for pnvate customers. 

Market Bate. The rate charged by dealers for discounting first-class bills 
of exchange. A number of difierent rates are usually quoted according to 
the tenor of the bill, eg 60 days', three months’ bills, etc. 

Bankets’ Oall Bate. The rate of mterest charged by the clearing banks On 
call money to the discount market. The rate is usually fixed at a higher 
level than the bankers’ deposit rate. 

Brokers’ Deposit Bate. The rate paid by the discount houses on deposits 
received from the public. Interest is usually paid at i per cent to i per cent 
above the rates paid on deposits by the banks. 

Bankers’ Deposit Bate. The rate of interest allowed by the clearing banks 
on London deposits, rgiayable at short notice. It is usually fixed at about a 
per cent below Bank Rate, 
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relationship to the Bank Bate. Again, the Bank Rate is normally 
fixed at a level relatively to the open-market rate of discount for 
bills, which makes it unprofitable for holders to re-discount them at 
the Bank. In consequence of this connection between the different 
rates of interest, changes m the Bank Rate cause movements in the 
rates both for short money and Bank loans. 

Under a gold standard sjistem, the aim of the Bank Rate policy is 
to maintain a credit position which will offer a reasonable assurance 
of the convertibility of the currency into gold and, within the hmits 
thus imposed, to adjust the price and volume of credit to the require- 
ments of industry and trade. The rate is determined after very 
careful consideration of existing drcumstances, chief of which are 
the state of the Bank’s reserves, the condition of the money market, 
both as regards rates and also as regards the volume and character 
of the funds, domestic and foreign, in the market, and finally, the 
position and trend of the foreign exchanges. Indeed, on account 
of the important position which London holds in world finance, 
although the internal effects on British industry and commerce are 
given due weight in fixing the level of the Bank Rate, international 
considerations are usually predommant. Although, so far as the 
legislative position is concerned, the Bank is a free agent, capable 
of determining its own pohcy, London forms part of an international 
fmanria) system which is, normally, bound together by the link of 
the gold standard. This being the case, the Bank is not, from an 
economic standpoint, a free agent, but is compelled to order its 
policy in accordance with events which are occurring elsewhere. 
Under an iatemational gold standard, the freedom of the Bank of 
England to pursue an mdependmit policy is necessarily restricted, 
so that it must pay due regard to the course of action of other 
central banks. It has been pomted out that — 

According to traditional theory, this bond between the monetary 
pohcaes of countries on the gold standard is established in two ways : 
partly through the interdependence of discount rates and the flow of 
international short-term investment; and partly through price levels 
and the flow of international tirade. Thus, to consider the first of these, 
the theory shows that it would be impossible for the Bank of England 
to TnaiTifam its Rate Continuously out of adjustment with those of 
important foreign centres For if. at any time, the Bank Rate in London 
is substantiaUy lower than foreign rates, short-term investm^t 
leaves Lo nd o n m search of more profitable return abroad. Sterling bills 
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and sterling balances seek exchange into foreign currency, and the foreign 
currency rises in value. When the nse has gone beyond a certain point, 
it becomes profitable for bullion dealers to buy gold with sterling at the 
Bank of England’s fixed prices, export the gold for exchange into foreign 
currency at the foreign bank’s fixed price, then, with the high-value 
currency, buy more cheap sterling, and rqieat the process. The move- 
ment cannot proceed far without senous threat to the gold reserves 
of the Bank of England ; and the Bank’s only remedy in the long run 
is to reverse the initial cause, by raising its PLate and bringing it again 
into line with rates abroad.^ 


In pre-war days, the policy which was being pursued by the Bank 
of England was frequently followed by other centres, that is to say, 
if the Bank Rate were reduced, it probably brought about a corre- 
sponding reduction in the rates in other financial centres. At the 
present time, although London still possesses a certain amount of 
power to give a lead to other countnes, this influence is by no means 
as strong as it used to be. The leadersh^ of London has been affected 
considerably by the strong position of New York since the War. 
This was clearly seen in the course of the Wall Street stock market 
boom in 1929, when interest rates in America undoubtedly had a 
powerful effect both upon rates in London and elsewhere In an 
attempt to check the course of the speculative boom, the Federal 
Reserve authonties forced up the rates of interest for call loans 
The effect was to attract a large volume of short-term funds from 
the money markets of Europe, and to create great pressure on the 
foreign exchanges. In consequence, there occurred a period of 
steadily-rismg bank rates, each central bank in turn attempting to 
protect itself against a loss of gold to its neighbours. In such 
circumstances it was futile to e:q)ect London to adopt an attitude 
of independence and frame her policy apart from any consideration 
of the mtemational position. 

Let us now trace out the cycle of consequences which normally 
follow an increase in the Bank Rate under a gold standard system. 
The immediate effect is to cause an mcrease m the bankers’ deposit 
and loan rates. The price which the bankers are prepared to pay 
on suras left with them by their customers on deposit account 
increases, so that the tendency will be for the volume of bank 
deposits to increase. But, as we have seen, the ]omt-stock banks 


1 Memorandum of Evidence submitted by Prof J R. Bellerby to the 
Committee on Fmanoe and Industry, Mwutes of Evidence, Vol I. 
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employ a substantial proportion of the funds deposited with them 
to form the basis of loans to other customers, and, inasmuch as the 
banks are now paying more for these deposits, they must charge 
more for loans and advances made to their customers. Many busi- 
ness operations are conducted on the basis of bank loans, and the 
pnce which has to be paid for this accommodation is, of course, a 
charge against the profits of the business. In consequence, a sudden 
increase in interest charges may seriously diminish, or even wipe out, 
the profits of a business so that industrial and commercial borrowers 
begin to reduce the sums which they borrow. In order to find money 
to pay off the loans, many busmess houses are compelled to restrict 
their credit to customers. There is, in consequence, a general 
restriction of credit, while the volume of bank loans and advances 
is considerably curtailed. 

Again, a great deal of business on the stock exchanges is conducted 
with the aid of bank loans. An increase in the rate at which these 
loans can be obtained may make it difScult or impossible for dealers 
to earn a sufficient margin of profit, so that they tend to liqmdate 
their holdmgs of stocks, thereby causing a downward movement of 
security prices. A somewhat similar movement talces place in the 
commodity markets, where manufacturers and merchants hold 
large stocks on credit against Bank loans. Attempts are now made 
to sell these at the earliest possible moment, and, as a result, the 
market develops weakness, and commodity prices fall The drop 
in prices causes England to become a good market for the foreigner 
to buy in but a poor one to seU in, with the result that commodity 
imports are checked but exports tend to expand. Foreign importers 
will be desirous of jnakmg payment for the goods that they have 
received, and will demand biUs on London for this purpose. This 
increase in demand for London trade bills will tend to cause an 
appreciation of their value so that the value of sterling in relation 
to other currencies wiU rise— m other words, the exchanges will 
move in our favour. This tendency will be accentuated by the fact 
that, m all probability, there will be a movement of short-term funds 
to this country with the object of takmg advantage of the higher 
rates of mterest prevailmg ra London. The cumulative effect may 
be so great as to cause the value of sterling to mcrease so as to make 
It cheaper to pay by sending gold bullion instead of paying by a 
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bill of exchange. A movement of gold may therefore take place 
and strengthen the reserves of the Bank of England. In view of the 
stronger position, the Bank may feel jnstified in lowering the Bank 
Rate and thereby dieck gold movements. 

The Bank Rate policy is supplemented by what is known as the 
“open market” policy of the Bank. As was pointed out by the 
Committee on Finance and Industry, these open market operations 
may assume the following forms — 

1. Measures which, after takmg account of the changes, if any, 
in the Bank’s gold reserves and m the Public Deposits, have the 
effect of changing the aggregate amount of the Bank’s Private 
Deposits. 

2. Measures which consist m changmg the form of the Bank’s 
assets without changmg their quantity. Thus, the Bank may offset 
movements of gold by bu 3 dng or selling securities ; it may sell short- 
dated securities, such as Treasury BiUs, and at the same' time buy 
long-dated securities, such as Consols, finally, the Bank may compel 
the market to discount or obtain advances on the official terms, 
with the object of bunging market rates into closer conformity 
with Bank Rate, by selling securities. 

The relative importance of these different methods is entirely 
dependent upon the circumstances m which they have to be apphed. 
What might be the most suitable means at one time might be less 
suitable at another time. The control of credit by the sale of 
investments is a method which has been greatly developed since 
the War, and has been described by Mr. J. M. Keynes as an ideal 
method of control. 

It enables the Bank of England to maintain an absolute control over 
the creation of credit by the Member Banks— to a degree such as exists 
in no other monetary system. The Bank of England has evolved the 
perfect method of transferring to the Central Authority the complete 
control of the members of tiie bankmg system of the country. It is 
not an exaggeration to say that the mdividual Member Banks have 
virtually no power to influence the aggregate volume of bank-money — 
nnlHQB they depart from their reserve ratio conventions, and even then, 
the old position is restored if the Bank of England sells investments to 
a corresponding amount i- 

The greatest difiiculty which lies m the way of the most effective 
operation of the open market policy is the lack of detailed knowledge 
1 A Treatise on Money (Vol. II) 
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at the disposal of the Bank with regard to the cash reserves main- 
tained by the clearing banlcs. If it appears to the Bank that there 
is an excessive volume of funds seekmg employment in the short- 
loan market, so that market rates are weakened and the Bank Rate 
pohcy is ineffective, then the Bank will take measures to curtail 
credit by selling bills. In this way the surplus funds are absorbed 
and the market rates tend to rise. The difficulty arises from the 
fact that the Bank cannot alwa3?s be certain whether tliis glut of 
short-term money is a passing phenomenon, or whether it is of a 
more permanent nature If the position is likely to last, it will 
probably be desirable to curtail credit, but if it is merely a temporary 
phase, then credit restriction may be undesirable in the extreme 
There is scope for closer collaboration between the ]omt-stock 
banks and the Bank of England in regard to such matters. 

CRITICISMS OF BANK BATE POLICY, The Committee on Fmance 
and Industry, whilst admitting the necessity of the Bank Rate as a 
method for managmg the monetary system, advanced a number of 
criticisms agamst the manner of its employment. In the first place, 
difficulty and uncertainty arise on account of the traditional 
attitude of secrecy of the Bank of England. The business com- 
munity has always found it difficult to interpret the meaning of a 
change of Bank Rate in any particular instance An alteration may 
have been made merely for the purpose of correctmg a temporary 
maladjustment, or it may foreshadow a long-penod adjustment. 
The use of the Bank Rate has powerful psychological effects, and, 
m the absence of any statement from the central bank with regard 
to its motives, a minor change of a temporary nature may cause 
unwarranted apprehension among business men and seriously 
disturb their activities. It is, of course, recognized that there are 
very serious objections to the carculation of advance information of 
a pending change m Bank Rate pohcy. There are so many people 
who are in a position to profit by an advance knowledge of the 
action to be taken, that to attempt to give widespread pubhcity 
would do more harm than good. It is better to maiTitaiTi secrecy 
until such time as a proper announcement can be made. None 
the less, there should be a possibihty of a greater chffusion of 
information by the Bank of England, particularly to the money 
market. As the Committee pomted out: "there is still a degree of 
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aloofness and remoteness in the daily relations between the Bank of 
England and the cleanng banks which does not exist, for example, 
between the Bank of England and the merchant banks, the leading 
issmng and acceptance houses, and the bill-brokers,” A greater 
degree of co-operation would make the Bank’s policy more effective, 
and might go far towards avoidmg any unnecessary disturbances 
to confidence. 

Under a gold standard ssratem. Bank Rate pohcy has tended to 
be associated closely with movements of gold. A shipment of gold 
from London to New York tends to raise the Bank Rate in London 
and to lower it m New York. These movements of gold actually 
take place before there is any change in the policy of the central 
bank, since an alteration in gold reserves is one of the indications 
that there is need for adjustment. Yet a policy detemuned in this 
way may be too slow, for movements of gold axe often the last event 
in a situation whicli has been developmg for a considerable tune. 
Hence, there is a case for arguing that the Bank should take steps 
to secure more complete knowledge of what is going on in our 
economic system, and so create a possibility of taking action at an 
earlier stage, to correct aberrations before they have gone too far 
in order to ensure greater stability of busmess. Action of this nature, 
designed to apply corrective influence before difficulties fully 
develop, would place a heavy responsibility upon central banking 
authorities. Moreover, action taken upon information which is 
possibly of a confidential nature, would be extremely hable to mis- 
inteipretation by the busmess world. 

The Bank wiU not, of course, base its policy exclusively on move- 
ments of gold in and out of its reserves when working on a gold 
standard, but it must take into account other aspects of the country’s 
economic position, both m the present and m the immediate future. 
Thus, after the resumption of the gold standard in 1925, the Bank 
was frequently charged with not allowing the inflow of gold to have 
its normal effect on credit. Such an action is usually prompted by 
the fact that the Bank knows that a reverse movement is likely in 
the near future, and wishes to have the means to withstand it when 
it comes without havmg to curtail the volume of credit. In the 
early months of 1928, for example, considerable additions were 
received to the gold stocks of the Bank, but no expansion of credit 
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took place. The Bank Rate stood at 4^ per cent and, had more 
credit been created, it wonld ahnost'kievitably have forced a reduc- 
tion of this rate. Such a reduction would, in aU probability, not have 
been passed on to industry, since the joint-stock banks rarely lend 
money at a rate much less than 4J per cent. Moreover, it was 
anticipated that the exchanges would move against this country 
later on in the year. This movement did, in fact, take place, and a 
heavy loss of gold followed. In spite of this. Bank Rate was main- 
tained at the former level, whilst gold movements were not allowed 
to affect the volmne of credit. 

Nevertheless, although the system has not been operated in a 
bhndly automatic manner, there are limits to the latitude which 
the Bank can allow under a gold standard. Bank Rate poHcy, based 
on gold movements, tends to maintain the stabihty of the exchanges 
rather than the stability of busiaess. According to the Committee 
on Finance and Industry — 

It is a means of keepmg us in step with the rest of the world, of 
keeping us, not at a steady pace, but at the same pace as others 
Indeed, so far from preserving a stabihty of prices, profits, and employ- 
ment, the maintenance of stable exchanges 1^ the effect of transmitting 
to our credit system any serious disturbances, of a cydical character 
or otherwise, which may be affecting the rest of the world. 

Tliis, of course, is one of the penalties attached to the operation 
of an international monetary system, and the worst consequences 
can be obviated only by international action. It has been suggested 
that the effects of credit contraction initiated by the policy of the 
Bank have been much more severe because industrialists have 
borrowed much more heavily from bankers than is desirable. In 
other words, they have obtained too large a proportion of their 
credit in the form of bank credit instead of investment credit. 

Although the Bank Rate may be applied to rectify a temporary 
disequihbrium, its use is attended by serious difiElculty when more 
substantial changes have to be effected. If the general level of 
money incomes and prices is higher than is justified by the inter- 
national position, and substantial changes m the level of industrial 
costs are necessary, alterations in the Bank Rate alone may be 
inadequate to cause readjustment. In a rigid economic system, the 
effects of the policy of a central bank are uncertam. A pohcy of 
"dear money" will restnct business enterprise, curtail profits, and 
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cause unemployment, so that pressure is brought to bear upon 
business men to reduce prices by curtailing manufacturing costs 
and wages. A drastic application of such a pohcy will create antagon- 
istic public opinion, and will discriminate imfairly against certain 
sections of the community 

THK TREASURY AND THE MONEY MARKET. The financial opera- 
tions which the Government conducts through tlie Treasury are of 
the greatest importance to the money market at the present day. 
For example, income tax and sur-tax are collected largely during 
the first three months of the year, thereby causing a certain financial 
strmgency. The process of payment of taxation produces a diminu- 
tion in bankers’ deposits which may find reflection in the volume of 
their loans as well. Close contact is maintained between the Bank 
of England and the Treasury. The Bank holds all the main Govern- 
ment accounts, the chief of which is the Exchequer Account through 
which pass aU the mam receipts and payments of the Government. 
The mdividual spendmg departmaits of the Government do not 
keep separate accounts at the Bank. They draw upon the Pay- 
master-General, who, as he requires funds, draws them from the 
Exchequer Account. The Bank undertakes the issue of all Govern- 
ment loans, manages the stocks, pa]^ the dividends, and registers 
transfers. From time to time, the Bank is called upon to provide 
overdrafts to the Government — technically known as Bank of 
England Ways and Means Advances. Generally speaking, it is only 
on the 1st June and on the ist December, when the War Loan 
dividend has to be paid, that these are of any consequence. Govern- 
ment balances are built up for a number of days before these dates, 
whilst any deficiency is usually supplied by the Bank and is paid off 
as quickly as possible. 

The Bank also acts as the agent of the Government for the sale 
of Treasury Bills, which are issued weekly in the presence of a 
representative of the Treasury who determines the quantity of bflls 
to be sold. The Treasury gives the Bank its views as to the probable 
mcome and expenditure in the near future, and, acting in the closest 
collaboration, the Bank endeavours to ensure that the ebb and flow 
of these movements in Treasury finance shall not cause any avoidable 
disturbance in the market conditions. The number of Treasury 
Bills has increased i mm en s ely since pre-war days Before the War, 
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the normal maximum of Treasmy Bills outstandmg was in the 
neighbourhood of ^^30,000,000, whilst the present total is roughly 
£600,000,000. It should be remembered, however, in considering 
this total, that a considerable portion of the fiduciary issue of the 
Bank of England is covered by Treasury Bills, so that £600,000,000 
cannot be regarded as the active volume of bills Even making 
such allowances, however, the volume is much greater than it was. 
On the whole, the volume of commercial bills appears to be less, 
owing to a tendency to replace financmg by biUs by financing by 
overdrafts. Tins latter tendency does not appear to be altogether 
desirable, smee an overdraft is not a very liqmd asset, whereas a 
bin can be bought and sold at any moment. 

This extension in the volume of Treasury BiUs has mcreased the 
difficulties of the Bank in controlling the supply of credit. It has 
mcreased the dunensions of the bdl market, thus malong operations 
on a larger scale necessary in order to produce a given effect. Again, 
of all the bills m the market, Treasury Bills are the least responsive 
in many respects to movements m the Bank Rate. Treasury BiUs 
have to be issued, no matter what the Bank Rate may be, and the 
only difference is to be found in the rate which the Government has 
to pay for the accommodation which it receives In pre-war days, 
the position was entirely different. A very large part of the bills 
which were then bemg carried m the market were on foreign account, 
and an increase in the Bank Rate had the effect of reducing their 
volume. 

When the holdings of the market were mainly commercial bills drawn 
on London on foreign account, a nse m Bank Rate diminished the 
supply of these bills. Now tliat the market holdings are largely Treasury 
Bills and other Government "floaters," a restriction in ihe volume of 
bankers’ cash, followed by a reduction of their market money, merely 
drives the "market" " into the Bank," i.e. forces the Bank of England 
to recreate the credit it has previously withdrawn — ^the discomfort 
traditionally assoaated with that lodging being largely mitigated by 
the fact that the general taxpayer bears a large part — sometimes more 
than the whole — of the expense m the form of a higher discount rate 
when the bills fall due for renewal.^ 

On ttiis ground alone, therefore, there is much to be said in 
favour of a reduction m the volume of Treasury Bills. If this were 

^ Report of the Committee on Ftnance and Industry, Memorandum of Dissent 
by Lord Bradbury. 
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to take place, it would restore more effidency to the Bank Rate, and 
bankers would be persuaded to endeavour to restore the use of 
commercial bills. 

The seasonal fluctuation m the volume of Treasury Bills ma y also 
have a very disturbmg effect upon the money market If, during 
February, the proceeds from the collection of income tax are applied 
by the Treasury to the reduction of the amount of bills outstanding, 
then, unless the Bank restricts credit, the demand for h ills is hkely 
to cause a serious weakenmg of bill rates. If no credit restriction 
takes place, the weakenmg of the bill rate may have disastrous 
effects on the foreign exchanges. On the other hand, if the Bank 
restricts credit, then the accommodation which is extended to 
traders is hkely to suffer, despite the fact that in times of tax 
collection traders are ordinarily in need of assistance because they 
often have to borrow, to a certain extent, to meet the demands 
which are made upon them. 

A large floating debt by way of Treasury Bills represents a source 
of anxiety to the Government and to the Bank The members of 
the money market who lend money to the Government on Treasury 
Bills, borrow it for short penods from the banks. They borrow at 
a rate which is a given degree below Bank Rate, and they lend to 
the Government at a rate higher than that at which they borrow, 
but at one which is below Bank Rate, for a period of thirteen weeks. 
It follows that if, during the currency of a Treasury Bfll, the Bank 
Rate is increased, there will be a loss to the money market on the 
bills, because, for the balance of the currency of the bills, the mem- 
bers of the market will be borrowmg from bankers and others at 
a rate higher than that which is accrumg to them upon the bill If, 
therefore, the market anticipates an increase in the Bank Rate, it 
may show reluctance to tender for bills in large quantities. In such 
circumstances the Government must either borrow on Ways and 
Means Advances, or the Bank of England itself must take up the 
bills. Either process may create a difBcult position which will itself 
force the threatened rise in the Bank Rate. This difficulty may, of 
course, ^ise, whether the volume of Treasury Bills be large or small, 
but there is always a mmimum demand for bills, and the larger the 
excess over that minimum, the more difficult is the situation likely 
to become 
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On the other hand, at a time when there is perhaps a shortage of 
commercial bills, a reasonable amount of them provides a con- 
venient medium for mamtaming the efl&cicnt working of the money 
market and enabling the banks to preserve that degree of liquidity 
wliich they regard as essential. 

ESSENTIALS OF AN INTERNATIONAL FINANCIAL CENTRE. There 
have existed in former days, as we have already seen, various 
important financial centres to which less fortunate coimtries have 
been compelled to resort when in need of financial accommodation. 
During the nineteenth century, and, mdeed, right up to the time of 
the Great War, the importance of London was such as to render the 
work of other centres relatively msignrficant. Since the War, how- 
ever, London appears to have lost ground as compared with other 
centres, particularly New York and Paris, to such an extent that 
pessimists are not wanting to declare that her supremacy is a thing 
of the past, and that never again can she hope to regain her old 
position. In order to assess the truth of this contention, it is neces- 
sary to examine the conditions leading to the estabhshment of an 
important financial centre. Those of the past have invariably been 
great commercial centres for, despite the assertions of some who 
appear to think otherwise, the mterests of trade and finance are 
inseparably connected. Moreover, the great financial centres of the 
past have enjoyed a favourable geographical location in relation to 
the areas which they have served— a fact which, of course, explains 
their development as commercial centres as well. In our own day 
the development of communications has tended to minimize the 
importance of geographical location, but even now the factor 
cannot by any means be ignored. Apart from other limitations, 
we cannot imagme Australia or New Zealand becoming international 
financial centres, on account of the fact that they are so remote 
from other points of intense economic activity. 

Over and above these general considerations, weight must be 
given to a number of special factors which are more immediately 
connected with financial structure and organization. The most 
important of these have been enumerated by Dr. Paul Einzig as 
follows — 

1. Ample capital resources available for lending abroad. 

2. An adequate banking organization. 
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3. Freedom of the financial market. 

4. An investing pubhc -willing to acquire and keep foreign securities. 

5. A stable currency. 

6 A good money market. 

7. A good foreign exchange market.^ 

A financial centre cannot hope to attain to a position of inter- 
national importance unless it has ample funds available for advanc- 
ing to approved customers. The basis of these funds must be pro- 
vided from its own internal resources — ^it was not until British 
industry and trade caused a great accumulation of capital in this 
country that London emerged as an international financial centre. 
The surplus for lendmg may arise as the result of a margm of exports 
of goods and services over imports, or in the form of income from 
existing foreign investments Yet, just as an ordinary banker makes 
but an insignificant proportion of his advances on the security of 
his own capital, so an important monetary centre does not rely 
exclusively upon its own internal resources for the conduct of its 
lendmg operations. It will be possible to attract funds for invest- 
ment from other centres, and these can be lent out again to the 
profit of the centre conducting the dealing, provided that a hquid 
position is maintained, remembermg that a large proportion of these 
funds is repayable at short notice. 

The organization of bankmg institutions should be technically 
adequate to perform the work of handling international finance. 
Bankers should be prepared to incur a reasonable amount of risk 
without, of course, undertaking business of an imduly speculative 
character. It is of equal importance that the financial organization 
shall enjoy the utmost measure of freedom from offiaal interference. 
Foreign bankmg mstitutions, for example, should be free to establish 
themselves without being made the object of disenmmatory legisla- 
tion. It IS true that foreign banks will offer a certain amount of 
competition to domestic banking concerns, but they are -unlikely 
to abuse the facihties which are given to them. In like manner it is 
inadvisable in the extreme that the Government should attempt to 
influence the course of foreign m-vestment from motives which are 
purely political. There should be a large number of investors who 
are willing to invest in foreign issues, and no attempt should be made 

1 Th$ Fight for Financial Supremacy, 
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to influence their choice except when the nature of their investments 
is likely to be contrary to public interest. 

It is, of course, essential that a centre which aspires to the position 
of an international money market should possess a stable currency. 
The stabihty of a gold standard currency does not necessarily 
mcrease in proportion to the size of the gold reserve accumulated 
by the central bank. A far more important influence is exerted by 
the elasticity of the currenqr ssratem itself, and upon the feeling of 
confidence which it can create in the mind of the public. Again, 
the market for short-term capital should be developed to as high 
a degree as that for long-term capital, and, where such a market is 
in existence, it naturally attracts a laige volume of short-term funds 
to a centre, a considerable proportion of which tends to remain there 
more or less permanently and is available for reinvestment. But, 
if this last function is to be discharged effectively, then the foreign 
exchange market should also have attained a high degree of develop- 
ment. 

Foreign exchange markets and discount markets are complementary 
to each other, for an active discount market which attracts foreign 
funds increases the activity of the foreign exchange market, while a 
good foreign exchange market, enabling the transfer of funds and the 
covering of exchange risks at minunum costs, tends to encourage the 
use of the discount market and the money market by foreign mvestors 
of short-term funds.^ 

LONDON AS AN INTERNATIONAL CENTRE. In pre-war days 
London held a predonunant position as a financial centre by virtue 
of the enormous resources which she had invested abroad — ^the 
amount of which was continually being augmented by a surplus m 
the trade balance which was available for reinvestment. Over and 
above the resources of home investors, the stability of our social and 
economic structure created a feelmg of confidence in the mind of the 
foreign investor, so that he was prepared to keep a large proportion 
of his wealth in London, and this became available for remveslment 
abroad. In the course of the War, British capital resources invested 
abroad declined considerably owing to heavy sales of American 
securities. Again, although until the trade slump of 1931 the British 
balance of trade showed an annual surplus, this margm was not so 
great as in pre-war days, so that our power of investment has been 
^ Pr, Paul Einzig, op, eit. 
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impaired. In respect of the volume of resources for investment New 
York easily outstrips any other centre. 

In respect of its technical banking organization, London still 
possesses powerful advantages over its competitors. Since the War, 
London hanking institutions have improved then facihties, whilst 
the discount and acceptance markets offer services unequalled else- 
where. In consequence, London is still the centre whidi surpasses 
its rivals m the efficiency with which a vast volume of busmess is 
conducted with the least disturbance. This is in sharp contrast to 
the position in Paris where, although a large surplus of short-term 
funds exists, there is an almost complete absence of technical 
organization for dealing with it. The reason why London has been 
able to grant large amoimts of short-term loans is that she possesses 
acceptance houses and discount houses which, being very highly 
specialized, are in a position to offer their foreign customers per- 
fectly organized facilities. In Pans, on the other hand, in spite of 
recent efforts to develop such institutions, the results have been 
insignificant. 

Another strong point in favour of the London market is its 
relative freedom from official control and interference in normal 
times. Since the removal of war-time restrictions, foreign banks 
are at liberty to establish branches, whilst there is a minimum of 
restrictions on the issue of foreign loans. In the case of Paris, how- 
ever, the authorities frequently exercise their right to veto foreign 
issues. Unless a loan is likely to bring advantage to France, either 
politically or economically, there is little possibility of its being 
authorized. 


TEST PAPER 6 

I. In what respects is the expression "Money Market" misleading? 

2 Give a brief outline of the organization of tiie London Money Market. 

3. Describe the nature of the busmess done by bill brokers and by 
accepting houses, and the services rendered tiiereby to the busmess 
world. 

4. Write explanatory notes on the following . Bullion market ; Foreign 
exchange market , Market for long-term capital 

5. With aid of the diagram on page 170, explam the various rates of 
mterest which prev^ in the money market 

6. What, in your opmion, are the chief factors which determme the 
growii. of an international financial centre ? Illustrate your answer 
by a comparison of London and New York 



CHAPTER VII 
The Stock Exchange 

We have already seen how, under modem conditions, the large-scale 
capital necessary to carry on many branches of business activity is 
collected in small amoimts from investors over a wide area. The 
limited company, havmg its capital divided into a large number 
of transferable shares of low value, provides the requisite form of 
legal constitution, but this would of itself be insufi&cient. A large 
proportion of the capital mvested in industry becomes " frozen ” 
mto fixed assets — plant, machinery, buildings, and the like, so that, 
once invested, it cannot easily be realized. But if the investor with 
relatively limited resources is to be asked to mvest his capital m 
industrial enterprises outside his control, he will do so only with 
great reluctance if he knows that his mvestment wiH have to 
remain locked up for an ind^ite penod. To such a person, an 
investment usually represents a sum saved against a day of need, 
so that, in order to attract capital from this source, the investor 
must have confidence that the machinery exists for the realization 
of this capital, without any great loss, should the necessity arise. 
The device of a transferable share is the first step towards the 
realization of this goal, but having gone thus far, it next becomes 
necessary to provide some mechanism whereby those having shares 
for disposal may estabhsh contact with those wishing to buy them. 
In other words, we have to establish an organized market for dealing 
in securities Herein lies the function of the Stock Exchange. 

Hence, it is the function of a Stock Exchange to act as a market 
and give mobility to mvested capital. It provides a ready means 
for dealing in those secunties which appear on its official hst, and, 
in the performance of this function, renders other services to the 
business community. Thus, it enables the holder of any of the 
securities in which it deals to form some idea of the fortunes of the 
concerns in which he has invested his capital. The official price 
list represents the mature judgment of expert dealers, and for this 
reason is worthy of attention. In this way the would-be investor 
is provided with a valuable index whereby he may discriminate 
x86 



THE STOCK EXCHANGE 


187 


between sound and unsound propositions. Again, behaviour of 
Stock Exchange prices is now recognized as a valuable barometer 
of the general industrial situation The members of the Stock 
Exchange, constantly endeavouring to forecast the trend of busmess 
in the future, cr37stallize their judgments in the form of the prices 
which they quote, and thus provide the business community with 
an indication of the trend of business in general, as well as of 
individual concerns. 

INVESl'MENT AlfD SPECUL4.TI0N. Smce these terms are fre- 
quently employed in relation to Stock Exchange operations, it wiU 
be well, at the outset, to examine their meaning. There is a very 
real difference between investment and speculation, but it is sub- 
jective rather than objective, and depends mamly on the intentions 
of the person concerned It has been said that the result of an 
mvestment can be foretold with a high degree of accuracy, whereas 
^ speculation is a matter of sheer chance. This, however, is a very 
rough-and-ready distinction, smce an investment may be made 
with totally unexpected results. In general, the investor buys 
securities and holds them for the income which they yield, whereas 
the speculator is not concerned with the income from the shares, 
but with the possibihty of making a profit from their immediate 
sale. Thus, according to Lavington, m The English Capital Market, 

When a person buys railway stocks for the interest they yield him, 
holds them and finally sells, market language classes him as an inves- 
tor. If, however, he had undertaken ihe operation in anticipation of 
a profitable difference between the buying and selling price, market 
language would usually class him as a qieculator. 

Since income from investment is his primary aim, the true 
investor wfil limit his risk, as far as possible, by purchasing high- 
class securities with an unimpeachable record. In making his choice 
he wiE have regard, first, to the security of his capital, so that he 
will endeavour to avoid loss through market depreciation. Secondly, 
he will tend to purchase shares in which there is an active market, 
so that his investment may be converted readily into cash should 
the necessity arise. Thirdly, he wdl look for a dividend yield which 
is commensurate with the sum of money invested, although, in 
this connection, the greater the security of capital, the lower, in 
general, will be the jdeld of the stock. 
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Turning now to speculation, there are many who consider that 
this is synonymous with gambling. Speculation, as we shall use 
the term in these pages, depends upon the exercise of discrimination 
and intelligence, whereas gambling calls for neither of these qualities 
but depends merely upon chance. The speculator is a skilled dealer 
who trades m securities between two points of time, with a view 
to gaming a profit on a price difference Lavington compares his 
operations to those of a trader; "the typical undertaking of the 
speculator is to buy goods from people at one time, carry them and 
sell them to people at a later (or earlier) date. His operation may 
be said, therefore, to consist essentially in an act of transport 
between two points of tune, terminated by a purchase or a sale.” 
The speculator deals with risks whidi are mherent in industry — 
risks which must be borne by someone if production is to be carried 
on at all. The dealer on the liverpool Cotton Exchange who specu- 
lates in price fluctuations in cotton merely assumes a risk which 
would have to be taken by the manufacturer in the absence of the 
organized exchange. In gambling, however, the risk is an artificial 
one, created by the transaction itsdf and is greater than is justified 
by the chance of profit. The relationship between speculation and 
gambling is, as Hardy points out in Risk and Rish-heanng, that 
"Speculation is not a form of gambling, gambling is a form of 
speculation,” 

In discussing the economic value of the work of the speculator, 
Lavington points out that, inasmuch as the speculator deals in 
future values, it becomes difficult to estimate accurately the value 
of the commodity which forms the subject of exchange. Tlie skilled 
speculator may take advantage of his special knowledge to extract 
from the public a profit out of proportion to the service which he 
renders. On the other hand, any tendency m this direction is apt 
to be checked by the pressure of expert competition, forcing prices 
into conformity with the best informed anticipations. In regard to 
the influence of speculation on price, Lavington enumerates the 
following conclusions — 

I. Speculative operations m which special knowledge is employed to 
anticipate changes in the investment iradues of securities not subject 
to speculative booms establish a truer course of prices, and, conse- 
quently, increase the efficiency of the market. 



2. Skilled speculative operations in markets for securities of vari- 
able and uncertain value are ambiguous m their effects. On the one 
hand, they tend definitely to distort prices when they are employed 
to initiate or foster a speculative boom , on the other hand, they correct 
the false valuations of the public when they are employed, for example, 
to bear sales during a boom, or m the purchase of undervalued securities 
when the boom has collapsed. 

3 Unskilled speculative operations carried out ind^endently in the 
investment markets cannot m general improve prices, but they are 
likely to increase their vanabihty and, consequently, to lower the 
efficiency of the market. 

4, Unskilled speculative operations, governed largely by irrational 
herd impulses, produce effects on prices which are wholly bad and lead 
to heavy social waste 

A skilled speculator may make a valuable contribution to eco- 
nomic welfare, but an unskiUed speculator, who is nothing more 
than a gambler, leads to uncertainty and waste. In this connection 
Professor Henry Clay has denounced three types of speculative 
activity, namely, speculation by the outsider, dealing with insuffi- 
cient capital, and producing artificial price fluctuations which cannot 
assist in adjusting supply to demand. When once an organization 
has been established for making regular dealings in any commodity, 
whether it be wheat or securities, anybody can make use of those 
facilities. It is true that they may he precluded from dealing directly 
by the rules of the exchange, but they can transact business through 
others. But unless specuktion is b^d upon foresight and experi- 
ence, supported by accurate information, it is apt to do more harm 
tbfl-n good. A great deal of the information upon which the amateur 
speculator bases his judgments has already been acted upon by the 
professional dealer, so that any move by the outsider may produce 
effects quite the reverse to tiiose which he anticipated. Even where 
the information is genuine, therefore, the scales are heavily weighted 
in favour of the professional speculator, but the position is stiU 
worse where the statements have been judiciously framed with a 
view to deceiving the unwary. Hence speculation is the work of 
specialists with inside knowledge of the markets m which they are 
dealing, for, as Mr. Hartley Withers points out — 

Those who axe m the centre and on the spot and "in the know" 
(though this last position is sometimes extremely dangerous and expen- 
sive) always have an advantage over the outside pubho, however caxe- 
fuUy the latter may study the prices m the evening papers ; because to 
be able to dose a commitment at once, before the bloom is off the cheek 
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of a market, will often make all the difference between profit and loss, 
and IS certain to make a big difference to the extent of the loss, if it has 
to be faced. ^ 

Speculation with insufficient funds is a characteristic which is 
typical of the amateur dealer. It was a prominent feature of the 
stock market boom of 1928 and 1929 in the United States, and is 
encouraged by what is known as the margin system. Under this 
system a broker will purchase specified stock exchange securities 
upon receiving a deposit of from 5 to 20 per cent of the total amount 
of the purchase. If, after busnng, the securities rise so that they 
can be sold at a profit, then the speculator gams the amount of the 
increase, less a deduction for expenses. On the other hand, if the 
value of the securities falls, then the speculator loses this amount 
together with the broker’s charges. When the fall is so heavy as to 
absorb the entire amount of the deposit, then the speculator must 
find more money or the shares must be sold before the price smks 
further The evils of this S5retem were clearly seen in the New York 
Stock Market boom of 1929. Small mvestors all over the country 
had employed the whole of their savings in marginal dealing. When 
the declme in security values took place these margms disappeared 
in the course of a few hours, and when brokers called for more funds 
to cover the losses due to further declines, their customers had no 
reserves to fall back upon. Consequently the loss fell upon the brokers 
and the action of the latter, in attempting to sell their holdings to 
minimize their losses, merely aggravated the downward movement 
of prices. 

Legitimate speculation, carried on by skilled dealers, tends to 
mitigate price fluctuations. This advantage is, of course, most evi- 
dent m the case of the commodity markets where undue fluctuations 
in the prices of raw materials and foodstuffs are injurious to producers 
and consumers alike. Yet it is obviously to the interest of the specu- 
lator that price fluctuations should occur, for it is on the basis of 
differences m prices that he makes his profit. Hence there are many 
dealers who are prepared to manipulate the market with the object 
of causing price movements profitable to themselves. Such methods 
are obviously anti-sodal, and the exchange authorities strive to 
minimize such activities. In so far as many of these manoeuvres are 
1 The Quicksands of the City 
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conditioned by the innocence or cupidity of outside speculators, 
adequate protection is impossible. 

RISE OF THE STOCK EXCHANOE. Speculation has had a very 
chequered history and has attracted no small amount of odimn. 
In his famous Dictionary, Dr. Johnson could find nothmg better 
to say of a stock-jobber than that he was " a low wretch who gets 
money by buying and selling shares in the funds. ” Writing in 1858, 
the best that Maunder could say was, " Speculation on a large scale, 
upon the principle of monopolizing, or that kmd of speculation 
which consists in the purchase and sale of shares in public com- 
panies, as well as ' dabbling ’ in the stocks, and a variety of other 
hazardous transactions which might be named, are different species 
of gambling and are often no less ruinous.” Whatever the ethical 
aspect may be, speculation appears to be an inherent characteristic 
of human nature, and has appeared in various forms at all periods 
of human development. Confining our attention to that form of 
speculation connected with the Stock Exchange, we may note that 
Florence in the fourteenth century possessed a kind of immature 
Stock Exchange upon which shares in the pubhc debt were dealt m 
as they fluctuated in value. The London Stock Exchange was 
recognized by law in 1697, The Act was, in reality, designed to 
regulate stock-jobbers, who bore no enviable character, and were 
regarded with strong disfavour by the mercantile brokers of the 
Royal Exchange, who objected to their presence. 

In consequence, in 1698, there was a general exodus of the jobbers 
to Change Alley, which provided them with a suitable open space, 
undisturbed by traffic, and with convenient coffee houses. Although 
attempts were made to dislodge the jobbers and compel them to 
return to the Royal Exchange, where some supervision could be 
exercised over them, no change occurred, and they continued to 
transact business in Change Mey, which, to all intents and pur- 
poses, became the Stock Exchange. The new institution, then 
known only as " the jobbers in Change Alley," soon found itself 
plunged into the first Stock Exchange crisis, for in 1720 the financial 
collapse, known as the South Sea Bubble, occurred. Yet the jobbers 
survived their troubles even though, in 1733, an Act was passed to 
render speculative dealings in stocks ill^al. The Act proved a 
dead letter and made no difference to the dealings carried on. In 
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-1799 another big step forward was taken, when the brokers raised 
a e apifai of £ 20,000 and built the Stodr Exchange in Capel Court. 
For some years afterwards, certain branches of business were carried 
on elsewhere, but m the course of time all were gathered into the 
one institution. 

In 1877 a Royal Commission was appointed to inquire into the 
constitution and customs of the Stock Exchange. The Commis- 
sioners found that the existence of the association was definitely 
in public interest. They considered that a searching inquiry should 
be made into the character and position of proposed new members, 
and subsequently a sub-committee was set up for this purpose. 
The Commission exonerated the mstitution from the charge that 
it encouraged gambling. It was suggested that the Committee 
should exercise a restraining influence over any tendency to exces- 
sive speculation, so far as this was possible, but that it was not 
practicable to render gambling business any more illegal than it 
already was. The Commissioners dealt with the question of quota- 
tions in the Stock Exchange Official List, and considered that there 
was a tendency on the part of the investing public to place too 
much reUance on the list as a guide to the status of a concern. 
They considered that it should be made clear that admission to the 
list implied nothing further than that the company had complied 
with'certain prescribed formahties. 

OEOAMZATION OP THE lOSDON STOCK EXCHAN6E. The London 
Stock Exchange may, for all practical purposes, be regarded in the 
light of a club whose object is the transaction of business in stocks 
and shares. The building itself is owned by a private jomt-stock 
company, whose shares are held by the members of the Exchange. 
Although the Royal Commission of 1877 recommended that the 
institution should be incorporated by Royal Charter, this has never 
been carried into effect. As a pnvate institution, its management 
owes no duties to the puhhc, and its busmess is subject to no regula- 
tions other than those which, from time to time, the Committee 
for General Purposes thmks right to impose on the members. Its 
prestige and authority depend entirely upon the reputation it has 
estabhshed for honest and efficient business methods. 

The institution is administered under a system of dual control, 
the responsible bodies being — 
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1. 'fJie Trastces and SlanagerB who are the representatives of the 
shareholders or proprietors of the Stock Exchange. These are nine 
in number and collectively constitute the govemmg body. Before 
any person can be elected to this position, he must have been a 
member for the previous five years and must hold at least ten 
shares at the time of his nomination. The managers regulate admis- 
sion money, appoint all the of&dals except the secretary, and 
generally manage and control the building and its accommodation. 

2. The Committeo lor General Piu^oses which watches over the in- 
terests of the members and supervises their methods of dealing. It 
consists of thirty members, who hold office for twelve months, and 
in order to be eligible for election to this body a person must have 
been a member for at least five years. The Committee meets at 
least once a week, and it is doubtful whether any voluntary institu- 
tion IS governed by a body of men with more arbitrary power. It 
can revise and amend the code of rules govemmg the operations 
conducted on the Exchange. It may expel any member for improper 
conduct, for violation of rules or failure to comply with the Com- 
mittee’s decisions, and may censure or suspend any member for 
acting in any way detrimenfed to the interests of the Stock Exchange. 
The Committee is assisted in its work by a number of paid officials, 
namely, the Secretary, the Secretary of the Share and Loan Depart- 
ment, the Offiaal Assignee, the Deputy Official Assignee, the 
Manager of the Settlement Department, and the Manager of the 
Buymg-in and Selling-out Department. 

BIEMBERSHIP OF THE EXCHANGE. The tradition of the Stock 
Exchange for honest and straightforward dealing makes it necessary 
that the Committee should investigate every application for mem- 
bership with great care. In consequence, every applicant must be 
recommended by three guarantors, who must themselves have been 
members for not less than four years. Each guarantor must stand 
surety for the new member for a period of four years — a sum which 
is handed over to his creditors diciuld he fail within that time. 
Every member must make a new application for membership once 
a year, although the entrance fee is, of course, payable only on first 
admission. 

The members of the Stock Exchange are divided mto two classes — 
jobbers or dealers, and brokers. The constitution of the London 
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Stock Exchange differentiates sharply between them, laying down 
that a member may be one or the other, bnt not both at the same 
time, and that a dealer may not deal directly with the pubhc This 
position, which is peculiar to the London Stock Exchange, has its 
advantages to the public, who would be at an obvious disadvan- 
tage in dealing directly with a market professional such as the 
jobber. 

The JohhMB. The technical position of a broker is that of an agent, 
but the jobber acts as a pnndpal. He makes his profits from what 
is known as the jobber’s " turn,” that is, the difference between the 
price at which he is willing to buy and that at which he is wiUing 
to sell. It IS the busmess of the jobber to buy or to sell securities 
and to *' carry ” the purchase or sale until such time as he can 
complete the busmess by makmg a contrary transaction. The j obber 
acts as a specialist in a limited class of securities, and is, conse- 
quently, able to keep his finger on the pulse of the market. As a 
result of this organization, a broker, with a buying or a selling order 
from a chent, knows immediately to what section of the market he 
must go m order to find a dealer ready to make him a pnce. The 
jobber’s " turn,” therefore, is, as lAvington points out, " the pay- 
ment which he requires for the trouble and risk involved in com- 
pletmg the first deal, in bearing the risk of fluctuation of price 
durmg the mterval which elapses before he can undo his bargain 
and in completing the subsequent deal.” 

The position of the jobber has not failed to attract criticism, and 
it has been contended that the size of the jobber’s " turn ” is occa- 
sionally out of proportion to his services in making a price, and 
that he may even refuse to make a price at the moment when such 
a service is economically most desirable. With regard to the first 
of these complaints, it must be remembered that the jobber does 
not make a price in accordance with his own whim or fancy The 
price of securities. Eke that of any other commodity, is deter- 
mined mainly by the interactions of supply and demand. Again, 
the jobber has no monopoly, but is in competition with others in 
the same market, and this fact alone will serve to limit his margin 
of profit. With regard to the second point, it is the function of the 
jobber to find stock with which to supply purchasers and, con- 
versely, to discover purchasers who wish to take stock which is 
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offered, and he must, in the performance of these duties, be pre- 
pared to take the ordinary business risks which attach to selling 
stock that one does not possess, and buying stock for which there is 
no immediate prospect of sale. Yet, for all that, there is a limit to 
what can be expected of the jobber, and no man, however ample 
liis resources, is able to assume more than a certain amount of 
responsibility. There must come a time when the jobber feels that 
it is dangerous to make prices, because he does not know where to 
replace what he has sold or to sell what he has bought and must 
pay for. 

We may sum up the economic contribution of the jobber in the 
words of Lavington — 

The Jobber is both trader and qieculator; as speculator be brings 
into business contact buyers and sellers separated by time. In the 
absence of this contact the public could buy securities — and, what is 
more important, they could seU securities — only if there were already 
in the market some other party ready to deal in a contrary direction, 
or, alternatively, they could buy and sell only by offering to deal at 
a pnce so unfavourable to thems^ves as to attract some other party 
into the market. The important influ«ice which such a condition would 
exert in checking the supply of capital against negotiable seounties is 
the measure of the value of the Jobber’s services. 

The Brokers. These are members of the Stock Exchange who act 
as agents for others in connection with the purchase or sale of 
shares. They are allowed to act as agents for any member of the 
general public, or for another member, including a jobber In the 
ordinary course of things, however, a broker’s duty is to act for a 
client who is a member of the public, and he is engaged either to seU 
or to purchase from a jobber securities which his client is desirous 
of acquiring. He is required to have a general knowledge of 
the markets in which he is caUed upon to deal, but inasmuch as his 
operations cover a wide field, he cannot hope to attain to the 
specialized knowledge of the jobber in any given market. To this 
extent,*therefore, the protection which the broker can offer the 
general public against the spedaUzed jobber is limited. The work 
of the broker is necessarily more arduous than that of the jobber, 
involvmg longer hours and the exercise of unlimited patience, since 
he has to make aUowances for the fact that the majority of his clients 
do not grasp the intricate details of his highly technical business. 
The broker must act as guide, philosopher, and friend to those 



members of the public who enlist as his clients, or, as Lavmgton 
says— 

The Broker is the expert agent of the public. His skill and experi- 
ence enable him to advise clients -with regard to the transactions which 
they undertake, and to put his clients on equal bargaining terms with 
the Jobber in carrying out those transactions. He serves in effect as a 
kind of ring fence round the Jobbers, protecting the pubhc from con- 
tact with dangerous maclunery — dangerous, of course, not from any 
moral weaknesses on the part of the Jobbers, but because the superior 
knowledge of the value of securities possessed by these experts would 
m many cases place the pubhc at a disadvantage in dealing with them 
directly. 

Apart from actual dealing, a broker is often called upon in an 
advisory capacity to give mformation to his clients about securities 
in which they are interested. 

Mention may be made at this point of the " outside broker ” who 
is not a member of the Stock Exchange. These dealers, being out- 
side the influence of the Stock Exchange Rules, can advertise 
widely — a practice which is denied to members. A large amount of 
this business is of a fraudulent nature, whilst other transactions 
can be described only as a gamble on the rise or fall of prices. 

Every member is allowed to introduce three clerks into the 
House, or, in the case of a firm, the number may be increased to 
five. The first of these is kno'wn as an Authorized Clerk. An indi- 
vidual member can employ one of these, and a firm two. An author- 
ized clerk is one who is empowered to transact business on behalf 
of his employer exactly in the same manner and under the same 
conditions as he would do so himself. The other clerk is known as 
an Unauthorized Clerk, who is allowed to enter the House but is in 
no circumstances allowed to deal. He is employed merely to convey 
messages and to perform similar services. Finally, there is a third 
type of clerk, who may not oiter the Stock Exchange proper at 
all, known as a Settling Room Clerk. He may be admitted only to 
the Settling Room and is employed in chedking bargains ^d in 
carrying through arrangements in connection with the settlement 
of transactions. 

STOCK EXCHANGE DEAUNO. As we have already seen, the broker 
is the member of the Stock Exchange with whom the members of the 
general public deal. A person who has funds which he wishes to 
employ in the purchase of stock exchange securities will therefore 
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instruct his broker to purchase such shares as he requires. Should 
he be in any doubt as to his best course of action, he may seek the 
advice of the broker himself, who will give him the benefit of his 
practical eiqperience freely and without obhgation. When he has 
received definite instructions from his customer, the broker can 
approach a jobber who is dealing m the particular "market” in 
which he is interested, and ask him to make a price for the shares in 
question. In so doing, he offers the jobber no indication as to 
whether he is bujnng or selling, so that the jobber is compelled to 
name two prices, at the lower of which he is prepared to buy and 
at the higher of which he is prepared to seU. If the broker is satis- 
fied with the price quoted, he announces that he will buy a certain 
number of the shares, whereupon both parties enter particulars of 
the transaction in their notebooks. No document passes between 
the two parties as evidence of the deal, but on the next day their 
clerks will check the bargain in the Settlmg Room If there should 
be a disagreement — ^which is very unlikely— the matter is referred 
to the two principals. This casual method of transacting business 
in the House is possible only because of the high code of honour 
which members observe. The broker will, in due course, send a 
Bought Note to his dient giving details of the purchase and of the 
amoimt payable, including his own commission, stamp duties, and 
transfer fees. 

The jobber has sold the shares to the broker, but in all probability 
he has no such shares in his possession, so that it will be necessary 
for him to obtain them before the date of dehvery arrives. He will 
therefore establish contact with another jobber who has these par- 
ticular shares to sell and, accordmg as he succeeds in bujdng tbpm 
at a lower or a higher price than that which he quoted the broker, 
he makes a profit or a loss on the transaction. The settlement of the 
majority of Stock Exchange bargains does not occur on their incep- 
tion, bjtt at the end of the current Stock Exchange Account, which 
falls in the middle and at the end of each month. Then, under the 
regulations of the Stock Exchange, aH bargams must be completed. 
The settlement normally occupies four days, the first of which is 
known as Contango Day when those who have bought or sold secur- 
ities which they do not wish, at the moment, to receive or deliver, 
endeavour to make arrangements for carrying over the transaction 



THE STOCK EXCHANGE 


199 


to the next Account. Thus, a broker who has bought shares but does 
not wish to take dehvery of them, arranges with another dealer to 
purchase them temporarily, but agrees to take delivery of them for 
the next Account. The stock changes hands at the "making-up 
price" which is fixed by the leadmg jobbers m the market and is an 
approximation to the market price of the shares on Contango Day. 
Any difference between the original purchasmg price and the makuig 
up price is payable immediatdy. The amount charged for the 
accommodation is known as Contango Rate. 

The second day of the settlement is termed Ticket Day, when 
contact is establislied between the ultimate buyers and sellers of 
secunties. The bu3?ing broker, who is to take delivery of the shares, 
makes out a "ticket” bearing his name, that of his chent, and that 
of the dealer from whom he has bought the shares. In addition, it 
win give details of the securities and the price fixed. This is handed 
to the member who sold the dmres and, if he, in turn, has bought 
them from someone else, he mdorses the ticket and passes it on 
imtil ultimately it comes into the hands of the dealer who has to 
deliver the securities. The third day — ^"Intermediate" day — ^is 
utilized for the preparation of documents, whilst the last‘ day is 
known as Account Day, when payments in respect of all transactions 
entered mto must be made. 

STOCK EXCHANGE PBICES. We have radicated that the stock ex- 
change IS a market in which transactions in securities may be made 
in accordance with certain well-defined rules. It provides a market 
in which capital already invested may change its ownership. We 
may, therefore, ask ourselves — what wdl determine the market price 
of a given class of securities at any time? We may say, with a fair 
degree of truth, that the price of a security wiU depend on the rela- 
tion between the supply of and the demand for it, but this statement, 
of itself, does not shed much illumination on the problem. We 
require to know much more about the conditions of demand and 
supply before we can return an answer. 

A powerful factor in determining the valuation which the market 
will place upon any security is the confidence inspired by the insti- 
tution which issues it, but the basis oh which that confidence rests 
is in itself complex and vanes according to the t3q)e of security. 
First let us consider the case of a government bond. In the first 

u— (eors") 
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instance, the general attitude of the market towards that security 
will be influenced by the reputation and past history of the issuing 
government If it has a long record of good faith towards its credi- 
tors and no serious defaults, in recent times at all events, then the 
tone of the market is more likdy to be favourable. But the past 
reputation of a country is only one factor, and may be relegated to a 
very subordinate position by considerations of the present economic 
status. Tlius, the past record of Great Britain for honouring her 
obligations stands second to none, yet, in September, 1931, foreign 
investors took alarm at her economic position, and gilt-edged stocks 
slumped heavily. Revelations of excessive government expenditure, 
an unbalanced budget, heavy commitments abroad, and an "un- 
favourable" balance of trade, undermined confidence and forced 
prices of British Government stocks down. Lack of confidence in 
one type of security may spread to others which are associated with 
it in the nund of the investing public, even though there is no actual 
ground for distrust. This was clearly seen on the New York foreign 
bond market in the autumn of 1931, Defaults in South America 
and distrust of the European situation demoralized the market to 
such aif extent that prices of the bonds of countries which had not 
defaulted were marked down at as low a level as those which had. 
Prices fell because all the dealers in the market were wishing to sell 
whilst there were no buyers. Again, anticipation of future events 
will assist in determining the attitude of the market — ^the aop fore- 
casts on an agricultural country, the possibility of labour unrest, 
a pending election — all such events will influence the demand and 
supply of securities of that state. 

Consider now the case of an mdustrial security. The most obvious 
factor influencing the market valuation of the shares of a trading 
concern is the rate of dividend which the duectors from time to 
time declare. The higher and i nore,atead3!l jhe rate of dividend, the 
greater is the demand l&ely to Ite, and the higher the price. But 
the rate of dividend paid out is, after all, a very superficial test. It 
is not the habit of the directors of a well-managed company to dis- 
tribute an profits earned. Substantial allowances wiU be made for 
depreciation, sums will be allocated to reserve, so that the most 
relevant point is not the amount of dividend distributed but the 
dividend which has been earned, that is, which would have been 
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available for distribution had the directors pursued a less cautious 
policy. The market valuation of the shares does not by any mpang 
stop at this point, but much will depend upon estimates of the future 
earnings of the undertaking, hi this connection the past progress of 
the company, the nature of the market for its product, the composi- 
tion of its board of directors and the quality of its management, wiU 
all exert some influence. Over and above all these influences which, 
after all, are based largely upon objective tests, there still remains 
the psychological attitude of the buyer who, motivated by a spirit 
of speculative optimism, may cause the price of the shares to be 
driven up to a much higher level than is warranted by any of the 
foregoing tests. * 

Over and above these influences which are associated directly 
with the securities, there are other forces at work influencing the 
tone of the whole market One of the most important of these is the 
credit pohcy of the central bank as evidenced by the Bank Rate. A 
high Bank Rate causes heavy sellmg of securities, since much stock 
exchange business is conducted on a basis of borrowed money, and 
high interest rates cause it to become unremunerative. Operators, 
consequently, hquidate their holdings in order to repay, and this 
forced selling depresses prices. As Mr. Hartley Withers expresses 
it, speculators and investors find that "a shuddering palsy has 
fallen on markets, and that prices are shrivelling and withering, 
without any respect for the intrinsic merits of securities ’’ This is a 
factor which is of considerable importance at the present day, when 
changes of the Bank Rate are frequent. 

THE DfVESTOB AND THE STOCK MARKET. In pre-war days it was 
considered mdisputable that the investor who desired a steady 
income with the minimum of risk should invest his savings in govern- 
ment securities or other trustee stocks, or m fixed-interest secunties 
such as debentures and preference shares. Ordinary shares were 
regarded as speculative and unsafe for the ordinary person to buy. 
These conclusions are still held m many quarters, but their accuracy 
is no longer held to be beyond dispute, for recent events have had 
a disturbing influence upon old beliefs. The steadiness of the income 
obtainable from fixed interest securities is a matter which cannot 
be denied so long as we are content to measure mcome in terms of 
money. In our day, howevar, it is very doubtful if many people 
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remain who are satisfied to do so, and most have been driven by 
sheer force of circumstances to see that it is the purchasing power of 
income which matters. 

Judged from this standpoint, the merits of "safe” fixed mterest 
securities become somewhat more questionable. As Mr. J. M. 
Ke3mes has shown, ^ " the owner of Consols in 1922 had a real income, 
one half of what he had in 1914, and one-third of what he had in 
1896. The whole of the improv«nent of the nineteenth centuiy had 
been obliterated, and his situation was not quite so good as it had 
been after Waterloo." The fall in the general level of prices which 
has occurred since 1922 has improved the position of the investor, 
but in these days of monetary instability his lot is precarious. This 
position has given rise to a diange in investment principles which 
Mr. Hartley Withers has described as "the cult of the ordmary 
share ’’—in the belief that the investor finds the greatest security of 
income in the purchase of ordinary diares. It has been shown as 
the result of a series of tests taken over different periods of time that 
the income from a selected group of ordinary shares is higher than 
that from a similar group of fixed interest securities, though subject 
to relatively large fluctuations from year to year. In order to obtain 
the best result, the investments must be selected judiciously and 
must be diversified so as to cover a wide range of different enter- 
prises. '' 

In a book'iwitien after the Hatiy crash in 1929, Mr, 

Hartley Withers® uses tWslSEc ^ one powSmTaSg^ieiit to show 
that the work of investment is something which cannot successfully 
be carried out by the amateur. Individuals have no^t got the skill, 
time, and knowledge to select securities so as to qjotain the maxi- 
mum of income and the minimum of risk. Furfh^nnore, they have 
insufficient resources to devote to the task. £ei therefore considers 
that the ordinary investor must delegate fhis Xttev to a body of 
specialists in the form of a reputabl^nvestmoitSl^ust Company. 
By purchasing shares in such a conc^, he places i^ources at the 
disposal of those who can make best use of them, and own work 
is confined to the task of selecting the company to 'will 

entrust his savings. 


A Tract on Monek!^ Reform 
The Quichsmds of the Ctty, 
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TEST PAPER 7 

1. Speculation, is often decned, but there are certain conditions which 
render it quite legitimate and of benefit to the community in 
general What are these conditions ? 

2. In what ways does the existence of an organized Stock Exchange 
facilitate the financing of mdustry? 

3. " Stock Exchanges render capital hquid and available " 

Explain the meaning of this statement, and describe how the 
London Stock Exchange helps in the provision of capital for trade 
and industry. 

4 State in what way the Stock Exchanges serve as a barometer of 
economic conditions. 

5 Show briefly the relationship existing between the Stock Exchange 
and (a) the money market; (6) the industrial world. 

6 Comment on the distinction between speculation and investment 
Show its importance, and the uncertainty of the demarcation be- 
tween the two 

7. Outlme the history of the development of the London Stock 
Exchange. 

8. Give a short account of the orgamzation and government of the 
London Stock Excha^e. 

9 What social service is performed (») by the company promoter, 
(6) by the stock jobber? 

10 Members of the Stock Exchange are divided into two classes. 
Describe the functions of each 

II. What IS the Stock Exchange last, and what purposes does it 
serve ? What matters are included m the List ? 

12 Explam the meaning of the following terms in relation to the 
Stock Exchange — 

(а) Settling days. 

(б) Jobber. 

(c) Making a price. 

{d) Deahng in futures. 

(a) Contango. 

{/) Hedging 



CHAPTER VIII 

Natuee and Significance of Foeeign Trade 

The infinitely varied, extensive, and highly developed needs of 
manVind are satisfied in accordance with the prinaple which is best 
described as that of the social division of labour. This expression 
signifies that the members of the economic system specialize in the 
production of a certain kind of article or service which they exchange 
for the commodities they require for their own well-being A 
moment’s reflection will lead us to see that economic society, which 
is bound together by a systan of production and exchange based 
upon division of labour, embraces the whole of the civilized world. 
Under such a system, the peoples of every region are engaged m a 
process of co-operation for the mutual satisfaction of their wants, 
and the most highly developed nations tend to become mcreasingly 
dependent for their welfare upon international trade. 

We wake up every monung and put on clothes for which Australia 
supphes the wool; the United States and Eg3q)t the cotton; Italy 
the silk, and Paris or London the fashion. For our breakfast we 
enjoy beverages which have their origin in Assam or Brazil, and 
consume wheaten bread without realizing that we are thereby avail- 
ing ourselves of the fertihty of the soil of the Prairie Provmces or 
the plains of the Argentine. In the course of the same meal we may 
eat New Zealand butter, Iridi eggs, and Danish bacon. In eating 
bananas or oranges, we may be more or less dimly conscious of the 
fact that we are consuming the products of the West Indies, Spain, 
or California; but m readmg the contents of the morning paper we 
do not heed the fact that the raw matenal probably comes from 
Canada or Scandinavia. The most radiant patriotism fails to prevent 
us from extendmg to the imparted dgar preference to the home 
product. Our conscience is not qmte so clear if, as members of the 
well-to-do classes, we use an Amencan motor-car ; but were we to 
select a British car it is well to reflect that possibly Mexico or Meso- 
potamia is the source of the petrol which we use, that the steel 
framework could not have been produced without the ore of Sweden 
or Spam, and that the tyres can trace their pedigree to the Malay 
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Peninsula. For the wooden paving of our streets we are indebted 
to Sweden and the other Baltic States, whilst it may easily happen 
that the bulk of our office machinery is manufactured largely in the 
United States. After having enjoyed an American film and listened 
to German music, we return home to rest on a bed whose feathers 
were imported from Hungary. 

From this we see the nature of the material environment in which 
the great masses of the people which we call civilized carry on their 
daily life. Nobody will dispute the fact that our modem means of 
communication can transport ns in surprisingly short spaces of time 
tlirough many different lands, and that passengers and goods move 
m large numbers across the national political frontiers. Yet, with 
the inconsistency of human nature, man, after devotmg great ingen- 
uity and considerable effort to the devdopment of inventions for 
increasing the mobility of persons and goods, then proceeds to con- 
centrate all his energies on reducing such movement or even stoppmg 
it altogether. 

home OCBAEE and EOBEION THADE. The student of mternational 
trade should realize at the outset that the conduct of trade with 
foreign countries is effected through the activities of individual busi- 
ness men, in the same way as the home trade. The only difference is 
that instead of the second party to the transaction having his head- 
quarters located in this country, he is to be found outside our 
political frontiers — say, in New York, Mdboume, or in Yokohama. 
Yet, though we speak frequently, and somewhat loosdy, of “Eng- 
land tradmg with the Umted States," or with any other country, we 
must remember that it is individual merchants, located in dties 
overseas, which deal with their opposite numbers in this country. 
I After ah, at the basis of foreign trade there is nothing but the sober 
i daily activity of irulhons of mdividuals of different nationalities 
;who bargain, compete, and co-operate with one another, who buy 
;and sell, incur debts, and contract credits, finding m these trans- 
* actions a means of existence 

AU this can be understood without difficulty, and is scarcely 
calculated to raise opposition. Yet, we may go a step further, and 
assert that international trade is regulated by very much the same 
principles as trade within the nation, and that many of the problems 
of mternational trade are more apparent than real — a fact which we 
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shall endeavour to illustrate in a subsequent chapter. Indeed, this 
could scarcely be otherwise when we consider that the political 
frontiers of a State are of an entirely arbitrary nature. What, for 
uistance, distinguishes the exchange of goods between merchants in 
Great Britain and France from that between dealers m Great 
Britain herself ? What difference is thare in the transactions between 
London and Paris, or London and Glasgow? When the Irish Free 
State was created in 1922, the mode of business of a merchant 
situated in the new state in dealing with another in Northern Ireland 
did not undergo any subtle change and assume a different character. 
There is quite obviously no essential difference whatsoever between 
home and foreign trade, except that in the latter case we find one 
contractmg party beyond our own political frontiers, thus leading 
to the extension of the sphere of the division of labour. There are 
admittedly complications which man in his wisdom sees fit to invent 
when goods pass over national frontiers, but these do not change the 
basic nature of the transaction. 

International trade arises from considerations similar to those 
which determine the direction of the home trade of a country : we 
buy where we can buy cheapest, and we sell where we can obtain the 
highest pnce. Anyone who understands the structure of modern 
industry based upon division of labour can readily appreciate why 
we no longer hve in caves like the men of the Stone Age, and knows 
why the worst-paid labourer of to-day has facilities at his command 
of which the Pharaohs of antiquity did not dream. Is it logical to 
suppose that these advantages immediately disappear merely 
because the social division of labour passes beyond the confines of 
the State and becomes international? In its very nature, division 
of labour is two-sided, and mutual advantage accrues to both parties. 
Should the insistent voice of patriotism whisper into our ears that 
we sin against the Mother Country if we buy French soap, American 
motor-cars, or Californian oranges, we are already conscious of the 
nature of this warning. Likewise we might warn the inhabitants of 
South Wales not to buy any cheese from Cheshire, and the inhabit- 
ants of Bolton not to drink any beer from Burton. The object of all 
these admonitions is to induce us to renounce the principle on which 
the continued survival of our modem densely-populated commu- 
nities stands or falls. Yet, just as the natives of Bolton can drink 
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no beer from Burton without returning goods or services of some 
kind or other, so also the English consumer of French wine must 
realize that, in return for this wine, the Frenchman will expect to 
receive goods of some kind. 

But, it will be argued, the above example is not necessarily trae. 
The beer drinkers of Bolton pay for their beer in money and not in, 
say, cotton goods. Upon receiving this money the manufacturers 
of Burton may elect to spend it in South Wales, so how does Bolton 
benefit? We may admit this objection without abandoning our 
argument. The people of South Wales have now a certain amount 
of purchasing power at thek disposal which they can expend in 
Bolton so that the final result is the same to Bolton. The purchases 
of beer by Bolton men have led to a sale of the cotton goods which 
they produce — always assuming that the goods are of a type which 
other people require and are sold at a reasonable pnce. A very 
similar argument holds good in international trade, as we shall see 
later. 

In spite of the fundamental similanty which exists between home 
and foreign trade, certain peculiarities distinguish the latter from 
the home trade and invest it with a certam light and colour. These 
integrating factors associated with the home trade can best be under- 
stood in connection with the results which accrue from the splitting 
up of the world into political units known as States. That the 
importance of this separation is not a small one can be seen from the 
way in which even the local authorities such as urban districts, 
municipalities, and other areas tend to separate themselves as eco- 
nomic units from their neighbours and pursue a policy of "splendid 
isolation.” In the case of the State, the most important expression 
of this tendency is to be found in the influence which it exerts upon 
foreign countries through its tariff policy, by the levying of import 
duties at the frontiers. If there were no customs duties the frontiers 
of the State would lose much of their political significance. 

Moreover, the State is a political union of peoples with a common 
heritage, which, in turn, is conducive to the development of uniform 
economic characteristics. All those things which constitute a 
"nation” such as common origin, common codes of morality and 
customs, common laws and rdigion, tend to influence the outlook 
and actions of the individual members m their economic dealmgs 
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as well as in other branches of activity. Herein is to be found some 
explanation of the fact that in international exchange, labour and 
capital are less mobile than in the home trade. Both in the methods 
of production and in the demand for commodities there is a greater 
xmifonnity in the home than in foreign trade, whilst in many business 
rdationships and even m competitive conditions among the citizens 
of the same country, sentiment plays a large part — a factor which is 
largely absent when dealing with foreigners. Thus, in spite of the 
great development which has taken place in foreign trade m modem 
tunes, there still remain areas where dealings are made easier than 
would otherwise be the case by the existence of common ties and 
traditions. There exists, for example, a strong preference in many 
quarters for dealings with the Empire over those with foreign 
countries. 

CAUSES OP INTEBNATIONAL TRADE. When we speak of inter- 
national trade, we refer to the exchange of goods and services by 
people in one country for the goods and services of people in another 
country. Trade between one nation and another is the logical out- 
come of the development of the principle of specialization. It is 
evident that if the various persons with^ a given community find 
it to their advantage to concentrate on one particular branch of 
production in order to reap the full benefit from any advantages 
which they may possess, it will be likewise beneficial for such special- 
ization to operate as between one community and another. The 
causes which tend to stimulate this ‘‘territorial division of labour” 
are of some importance, and it will be well at this point to summarize 
them briefly. 

Natural Resources. Differences in natural resources are one of the 
most obvious causes underlying fhe growth of international com- 
merce. A country which is deficient in any of the basic raw materials 
of industry, such as coal, iron ore, or copper, is obh'ged to resort to 
exchange in order to procure them. In hke manner, a highly 
industrialized country, with a dense population and limited agri- 
cultural resources, is compelled to obtain food for its people by 
foreign trade. No matter how well provided a country may be m 
respect of natural resources, no one area can be said to be self- 
sufficient under modem conditions. The British Empire is extremely 
rich in natural resources, yet it does not produce sufficient cotton 
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and petroleum— two essential raw matenals. Similarly, the United 
States, with an adequate supply of these, lacks rubber and tin. 

Power Rcsourees. Where manufacturing is highly developed, a 
country possessing resources of cheap power may attract raw mate- 
rials and pay for them by the added value of the manufactures 
which are exported in exchange. Thus, Great Britain lacks most 
of the basic raw materials of industry, such as cotton, iron ore, 
much of her wool, rubber, and so on, yet her plentiful and cheap 
supplies of coal give rise to her great manufacturing activities and 
make possible her vast trade in finished goods. 

Industrial Ability. The workers of a particular country may possess 
special capacities for certain dasses of work, thus making specializa- 
tion worth while, even m the absence of natural resources. Examples 
of this tjqie are numerous and we may note the skiU of the ship- 
builders of the T3me and of the Qyde, or that of the Lancashire cotton 
operative: the ability of the German m the application of pure 
science to industry is another example which is often cited. Special 
advantages of this nature tend to diminish with the development of 
world industry, and, in the words of Marshall, " The percentage of 
the world’s trade which is governed by differences in natural re- 
sources IS increasing, while that which is governed by differences 
of industrial phase, and of aptitude for particular sorts and grades 
of manufacture, is less now that formerly, but yet its absolute 
volume IS increasing.” 

Economic DoTclopmcnt. The greater the degree of economic develop- 
ment of a country, the greatm: its interest in international trade 
tends to be. It is true to say that it is only a poor nation which can 
afford to be self-sufficient, though men only too frequently fail to 
appreciate the fact. From 1922 to 1929, those who preached the 
doctrine of economic self-sufficiency were wont to pomtto the United 
States as an example of the successful results which follow on a 
pohey of "talong in one another’s washing." With the depression 
of 1929-32 the fallacy was disproved in the most effective possible 
way, and Americans, as well as their admirers, suddenly discovered 
that international trade had a very definite bearing on American 
prosperity. It has become realized that the United States has an 
exportable surplus of agricultural, mmeral, and manufactured pro- 
ducts, so that a not inconsiderable proportion of the wage-eanung 
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population is strictly dependent on foreign customers for its live- 
lihood. Unfortunately, however, it would seem that one-half only 
of the lesson lias been learned, and that goods can be sold to others 
only if you are prepared to take, m exchange, those thmgs winch 
your customers can give you. This is a question which we shall 
have to consider more fully when we deal with the questions of trade 
restriction. For tlie moment we may note the fact that the higher 
the degree of economic development, the greater is the dependence 
on international trade. 

EVOITJTION or OVERSEAS TRADE. From an historical stand- 
point, foreign trade has always been sharply differentiated from 
home trade. The popular idea of a member of another nation was 
that, if he were not actually an enemy, he was at least a highly 
suspicious character. Foreign merchants were, therefore, allowed 
to reside in this country only for a strictly limited time and under 
strict supervision. The prejudice against foreigners in general was 
also directed against their goods, especially if they competed in 
any way with domestic industries. Ih the thirteenth and fourteenth 
centuries the merchants of this country b^an to take a greater 
interest in overseas trade, which began to be developed through 
trading companies. One of the earliest of these was the Society of 
the Merchant Venturers of England, the exact date of formation of 
which is uncertain, but its developmmit coincided with the great 
growth in the English cloth trade. It arose as the result of the 
economic struggle with the German Hanse for the control of English 
commerce. 

When England began to weave her own doth and carry on the 
trade in her own ships, both the Hanseatic League and the Nether- 
lands did everything in their power to keep her in the position of 
economic vassalage which she had hejd for centuries. Attempt 
after attempt was made to dose the markets of Europe to English 
merchants. First the Englidi ships were exduded from the Baltic, 
and then from the Netherlands ; Spain and Portugal in their turn 
closed their markets against them, while a Papal Bull debarred 
British merchants from any partidpation in the trade with either 
the East or the West Indies. Yet, on account of the fact that these 
prohibitions were not put into operation at one and the same time, 
the Merchant Venturers contrived lo defeat this attempt at an 
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economic blockade by breaking through it, first at one point and 
then at another. 

England's foreign trade continued to make progress, whilst the 
Government, through artificial regulation, sought to stimulate it 
further. By the Navigation Act of 1651, the Commonwealth Parlia- 
ment set itself to strike a fatal blow at the Dutch carrying trade. 
Foreign sliips were forbidden to carry colonial products or goods of 
other countnes to England, unless the ships belonged to the country 
producing the goods. Charles II continued this policy by the Navi- 
gation Act of 1660, making the regulations much more stringent. 
Thus, there gradually arose an elaborate system of trade regulations, 
the object of which was the promotion of national interests and the 
subversion of those of the foreigner— -the system known as Mer- 
cantilism. According to this body of economic doctrine, the great 
object of trade was the preservation of national strength, and for 
that purpose it was thought that the great aim should be the 
accumulation in the country of a plentiful stock of the precious 
metals. It was thought that, whenever we bought foreign goods, 
there was a danger that money would be paid in exchange for 
them, thus depleting the stock of gold belonging to this country. 
For this reason, imports were to be discouraged, whilst exports 
were developed, so that, as a result of any transactions, this coimtry 
would have the " balance of trade ” in its favour. 

In the older form of Mercantile theory, that known as Bullionism, 
enactments were made forbidding the export of silver and gold, but 
it was found practically impossible to enforce these. In consequence, 
various relaxations were introduced, allowing the merchant to 
export any gold which he had imported. But one piece of gold 
bemg very much like another, it was a perplexing business to dis- 
tinguish the imported gold from that which it was desired to 
export, and an oath had to be made by the eiporter. In conse- 
quence, a new profession soon sprang up, carried on by the Knights 
of the Post, who were prepared to take the oath that the exported 
gold was the same as had been imported. In consideration of their 
services they levied a toll of ijd. an ounce. With the increase in 
the trade of the East India Company, the position became impos- 
sible, smce it was essential to their business that they should 
import and export bullion. Thomas Mun took up the case and, in 
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two works, A Discourse of Trade from England unto the East Indies 
and England's Treasure by Foreign Trade, he sets forth for the 
first time the principles of the mercantile system 

The argument propounded by Mun was that, whilst it is desirable 
that money shall be brought into the coimtry, this being the object 
of trade, yet, on the principle that it is wise to throw away a sprat 
to catch a whale, merchants should be allowed to export gold, 
provided that, on balance, this trade brought in more precious 
metal than was exported. To quote Mun’s simile — 

If we only behold the actions of the husbandman in the seed-time, 
when he casteth away much good com into the ground, we shall account 
him rather a madman than a husbandman. But when we consider his 
labours in harvest, which is the end of his endeavours, we shall find the 
worth and plentiful increase of his actiois. 

In this view, the object of trade was to produce a balance of gold 
and silver and gave rise to the expression, “balance of trade,’’ 
which has been used m economic literature ever smce, meaning an 
excess of exports over imports. Mun succeeded completely in con- 
vincing the people of his time, and his book became the accepted 
authonty, which was translated into every civilized language. It 
expressed a doctrine which was universally accepted — ^that the 
business of trade was to bring in money on balance — a theory 
implicitly accepted by everyone who had made money, had in- 
herited money, or those who envied the people who had money. 

But, although this system represented the prevalent form of 
economic thought in the seventeenth century, we may discern the 
growth of a body of opinion hostile to it, which ultimately caused its 
downfall. Sir William Petty, writing as early as 1691, m discussing 
the prohibition of the importation of cattle and beef from Ireland 
on the score of protectmg trade mterests in England, sa3is — 

"If it be good for England to keep Ireland a distinct langdom, why 
do not the predommant party in Parliament make England beyond 
Trent another Kingdom and take tolls and customs upon the borders ? 
Or why was there any union between England and Wales ? And why 
may not the entire kingdom of England be further cantonized for the 
advantage of all parties ? " 

But such writings as this went unheeded by " practical ” politi- 
cians and business men, and the downfall of the system awaited 
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the advent of Adam Smith, who ruthlessly attacked it in The 
Wealth of Nations. He says — 

To attempt to increase tibte wealth of any country, either by intro- 
duang or by detaining m it an unnecessary quantity of gold and silver, 
IS as absurd as it would be to attempt to mcrease the good cheer of 
pnvate families by obliging them to keep an unnecessary number of 
kitchen utensils 

By his work, he influenced deeply the trend of economic thought 
of his day, and did more than perhaps any other single writer to 
mould the policy governing foreign trade followed by this country 

ADVANTAGES OF F0EEI6N TRADE. The most obvious of the 
reasons why foreign trade should take place at aU is that we thereby 
obtain those products which could not possibly be produced from 
mtemal resources, so that goods are available for consumption 
which could not otherwise be procured. So far as this country is 
concerned, tropical produce is a tsipical example of this class of 
commodity. Much of this produce is of a luxury type, such as 
fruit and spices, which are demanded by a people with a relatively 
high standard of living. On the other hand, a tropical plantation 
product such as rubber is one of the essential raw materials of 
modem industry, and must be obtained, through exchange, by 
every industrialized community. Trade of this type found favour 
even in the days of the most stringent mercantile restriction, since 
it was “ non-competitive ” and did not threaten any mlerests in 
this country. 

Closdy allied to this class of goods are those which could be 
produced by a country, but only at a prohibitive cost of production. 
In the words of A dam Smith, " By means of glasses, hot beds, and 
hot walls, very good grapes can be raised in Scotland, and very 
good wme, too, can be made from them at about thirty times the 
expense for which at least equally good wine can be bought from 
foreign countries.” Modem sdoice has made possible the produc- 
tion of many commodities, even in adverse circumstances, but the 
question of cost is all-important under normal conditions. Under 
the stimulus of war, when the pressing demand for commodities 
outweighed all other considerations, many remarkable examples 
were seen of how production could be stimulated even in the most 
adverse circumstances. Thus, the genius of the German chemists 
evolved a process for producing a synthetic form of rubber, which 
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might have been expected to render Germany independent of 
tropical plantations. But the conditions of war, when rubber or a 
substitute must be obtained, cost what it may, are vastly different 
from those of peace, and costs which may be faced in such circum- 
stances become prohibitive when other sources of supply become 
available. 


ADVANTAGES AND DISADVANTAGES OF FOREIGN TRADE 
Advantages Disadvantages 

(i) It applies the principle of division (i) It tends to rapid consumption of 
of labour to international trade. the exhaustible natural resources 

Each country produces the com- of a country, e.g. coal deposits, 

modifies for which it has the 
greatest advantage. 

(а) It reduces the prices to consumers, (s) It exposes home industry to 

The fact that the goods are im- uneconomic competition from 

ported shows that the price is " dumping." 

cheaper than a similar home 
product. 

(3) People are enabled to enjoy the (3) It makes possible the introduc- 

products of different climatic tion of harmful commodities, 

zones. 

(4) Supplies can be obtained from (5) It sometimes dislocates home In- 

every part of the world, so that dustries which are deemed to be 

famine and scarcity can be of great social importance (e.g. 

avoided and violent fluctuations agriculture in England), 

in prices are less likely. 

(5) It encourages the adoption of new (5) Production in accordance with 

methods and improvements in the theory of comparative cost 

production. tends to specialization in a few 

industries only, reducing the 
number of occupations suitable 
to the capacities of the inhabi- 
tants of any country. 

(б) It tends to prevent monopolies, 

and promotes competition gener- 
ally. 

(7} It leads to a better distribution of 
raw materials which tend to flow 
to the best place for the produc- 
tion of manufactured goods. 

The disadvantageous position in which we find ourselves 
through producing goods r^ardlcss of cost is not invariably so 
clear as in the case of Adam Smith’s grapes For example, 
some wheat may be grown in this country under conditions more 
favourable than those prevailing elsewhere and, that being the 
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case, such produce -will find a market. Yet, the mere fact that 
some wheat can be grown at a profit will lead to the la3dng down of 
wheat lands which cannot 3deld profitable crops at all. Now, if we 
lived in an ideal world, with perfect mobihty of capital and labour, 
such land would quickly be diverted to other uses; but, as we are 
reminded with disconcerting frequency, that we have not yet attained 
to an ideal state, we find ourselves involved m considerable confusion. 
Because some wheat can be grown, there will be many who will ask 
why more cannot be produced, and we can be certain that the pro- 
ducer working bdow the cost of production will rapidly marshal 
some excellent reasons why his crop could be made to pay if only 
certain of the advantages of his competitors could be counteracted. 

The case of sugar offers an example of an iudustiy for the estab- 
lishment of which, in this country, a plausible case has been argued. 
Until the eighteenth century, st^ar-growing was regarded as a 
tropical industry, and cane sugar was without a rival, until in 1747 
a German chemist discovered that he could make sugar from the 
juice of the sugar beet. The industry was first established on a 
commercial footing in France, under Napoleon, with State assis- 
tance, and throughout its history this method of stimulation has been 
adopted. For a long time this country remained without the 
dubious advantages which a home sugar industry could offer to her, 
preferring to utilize her facilities for cheap importation. The diort- 
age of supplies during the War turned the attention of the Govern- 
ment to a consideration of the desirability of establishing a beet- 
sugar industry in this country, and in 1925 it was granted a subsidy 
to assist it through its early stages. Unfortunately, however, 
governments in other countries, actuated by similar motives, have 
been determined to develop supplies under their own control, no 
matter what the cost. In consequence there has occurred a tre- 
mendous over-production of sugar m relation to demand, and a 
disastrous fall in prices, until it is suggested that "at present 
world prices, in no country in the world can the sugar beet industry 
be maintained on a profitable basis unless supported by substantial 
artificial aid." ^ The lower the price of sugar, the more tariff pro- 
tection or bounties have been increased. The governments which 

1 Report on the Sugar Beet Industry, Ministty of Agriculture, Economic 
Series No. a7. 
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have attempted to estabhsh an mdustry without regard to the cost 
of producing the commodity or to the effects which their action 
would have on output and prices, find themselves involved with an 
increasing burden in thdr attempts to support what they have 
created. Legitimate producers have fallen victims to those interests 
which have dehberately preferred to obtain their supplies in a more 
expensive way than was economically necessary. Herein lies the 
danger of a failure to distinguish between what is possible and what 
is economically practicable. 

It is through the medium of mtemational trade that the consumer 
is enabled to exercise his option of bu3dng in the cheapest market. 
When, for example, the wheat crop in Canada is disappomting and 
prices tend to rise, the consumer in this country can turn to other 
areas of supply — ^the United States, the Argentine, Australia, or 
Britidi India, secure in the knowledge that similar conditions are 
unlikely to occur in them all. Take the case of another important 
foodstuff, namely, beef and beef products, for supplies of which 
Great Britain draws upon a wide range of countries in difierent parts 
of the globe, such as the Argentine, Uruguay, Austraha, New Zealand, 
and the United States. Oi agam, in the case of dairy produce for 
which we pay some £70 millions a year, we divide our cu^om among 
a dozen different areas of supply all over the world. Such a diversity 
of supplies offers the best possible guarantee that the consumer will 
buy at the lowest possible price. If however, we tamper with the 
free working of the system and attempt to favour one area of pro- 
duction at the expense of others, we diaU, in all probability, deprive 
the consumer of this advantage, and, as is quite conceivable, confer 
no lasting benefit upon the producer 

The most remarkable case occurs when a country with superior 
powers of production may find it profitable to import a commodity 
for which it has an advantage in producing. Tliis case is discussed 
by Professor Taussig m the following passage, relating to the 
United States — 

If a country, though under no disadvantage in a commodity, nay, 
though possessed of an advantage m produang it, has here a less advan- 
tage than in other commodities, the first will be imported. For example, 
labour m the United States is no less productive than labour in Italy 
or Russia ; it is probably more so ; none the less, hemp iS imported from 
these countries. Labour in tins country is no less productive in 
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producing flax fibre than labour in Belgium, or in making linens than 
labour in Germany or Ireland, butflax and linen are still imported, and 
this in the face of a considerable duty 

The conclusion drawn from these facts is that each country tends 
to concentrate upon those lines of production in which it has the 
greatest relative advantage, as well as those in which it has an 
absolute advantage. To take a simple example, a great surgeon 
may be an excellent gardener, but if he possesses a large garden he 
wiU, nevertheless, hire a stafiE of men to care for it, even though his 
own abihty in this direction is superior to that of any one of them. 
This principle, applied as between one nation and another, furnishes 
us with an example of international specialization — sometimes 
known as the territorial division of labour. Nowadays, the majority 
of people will recognize the undoubted benefits which arise from 
the application of the principle of division of labour within a com- 
munity, even though they may deplore certain evil consequences 
which they attnbute to the same cause, but many of these RwmA 
persons will utterly refuse to recc^ize that precisely the same 
principles may operate between commimities of different nationality 
and confer benefits which are as great on all of them. This point 
is aptly put by Professor Cannanin his Review of Economic Theory — 

When we come to the concentration of industries not in different 
parte of the same "country,*’ but in different "countries," we find the 
public of each county displaying a strange hostility to the concentra- 
tion of any industry in any country but their own. Yorkshire does not 
think itself ruined because idle cotton factories are in Lancashire, and 
Dorset quite calmly acquiesces to having to buy textiles from L^ca- 
shire and Yorkshue; no state or town m the United States believes 
itself injured because all the cash-register machines are made in one 
city. The people of the places where a particular industry is not con- 
centrated know that they get the product of the industry cheaper 
because it is concentrated, and recognize that they would gam nothmg 
by trying to produce it themselves. But when we come to consider 
concentration of mdustries not in different parte of the same country 
but in different "countries,” we find the people of each country dis- 
pla3ang the utmost animosity against the concentration of industry 
in any of the other countries, “niey do this even when some indus- 
tries are largely concentrated inside their own country, although that 
very fact necessitates a certain concentration of other industries out- 
side; a large majority of the people of Great Britain and Northern 
Ireland amiply hate to think of the mdustries of producing cash-registers, 
typewriters, and sugar being concentrated outside their own country, 
while at the same time they would like to see that country supplying 
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the whole world with cotton and artificial silk goods. That the only 
object of exporting these goods is to get others in exchange they 
seem incapable of realizing 

Ag ain , it is through the medium of intemational trade that the 
consumer secures some degree of protection against the effects of 
monopoly. Home producers have to frame their policies to meet the 
action of their competitors abroad. K this competition is excluded 
or checked in some way, then the consumer is protected only by 
the competition existing between domestic producers. Should this 
prove too keen, it is more than likdy that the producers, sheltered 
behind a tariff wall, will arrive at some agreement to limit compe- 
tition and raise prices. The only limitation then imposed will be 
that prices must not be raised so high as to provoke outside 
competition, either from new producers in the home market, or 
from foreign producers who can now sell at a profit in spite of the 
protecting tariff. 

OBSTACLES TO INTBENATIONAL TRADE. In view of these power- 
ful advantages to be gained ffomintemational trade, it might logically 
have been assumed that the traid of world devdopment would have 
been in the direction of the promotion of mtemational commerce. 
Unfortunately, however, there have been other factors at work, 
particularly since the War, which have tended to raise up obstacles 
to the devdopment of international trade. The full discussion of 
one of the greatest of these obstades — the tariff — ^must be deferred 
to a later chapter, and here we shall attempt to descnbe the general 
nature of the forces tending towank restriction and control in the 
sphere of world trade. 

It is still the custom, and probably will be so for many years to 
come, to date the whole of our misfortunes — economic and other- 
wise — ^from the time of the World War. Yet there is ample proof 
to show that certain of our greatest problems were steadily growing 
more serious even before 1914, and that, war or no war, we should 
have had to face them soona- or lat«r. It is true that the War has, 
in all probability, predpitated them upon us sooner, and in a more 
acute form, than would otherwise have been the case, but their 
origin is certainly not to be found in the war penod. Policies of 
economic nationalism, and a growing tendency on the part of the 
State to hiterfere in economic matters, were both clearly discernible 
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long before the War, though the latter event has served to intensify 
them out of all reason. Yet. having given due weight to this con- 
sideration. the war, together with subsequent changes and dis- 
turbances, profoundly affected the economic structure and activity 
of the world. 

In Europe wealth was destro3red on an unprecedented scale, the 
value of property destroyed bemg somewhere in the neighbourhood 
of £ 2,000 millions at pre-war prices, exclusive of armaments, muni- 
tions, and other military supplies. The proportion of this loss falling 
on different nations varied in its amotmt and nature ; Great Britain 
lost ships, whilst in France,, mines and agricultural land were ruined. 
Yet, heavy as was the material destruction caused by the War, the 
dislocation which followed was even more serious. As was pointed 
out in the final report of the World Economic Conference in 1937, 
"the main trouble now is neither any material shortage in the 
resources of nature, nor any inadequacy in man’s power to exploit 
them. It is all in one form or another a maladjustment — ^not an 
insufficient productive capacity but a series of impediments to the 
full utilization of that capacity.'' It has been shown by Professor 
Bowley that much of the physical destruction of capital was made 
good in something hke two years, so that industrial equipment as 
a whole was probably superior to that in 1914 in the United States, 
the United Kingdom, France, and Belgium. The economic disloca- 
tions still persist, and have hindered progress at every turn. 

In many industries plant and equipment was kept in use long after 
it would have been scrapped in the ordinary course of things. On 
the other hand, the plant of firms providing war material was ex- 
tended and improved, particularly in the case of the metallurgical 
and the engineering industrira. The countries of the world were 
driven off the gold standard so that their currencies were seriously 
disorganized and unable to stand the severe strain resulting from 
the firianrial difficulties wHch prevailed during the first years of 
peace. The amount of taxation rose sharply, whilst the amount of 
government borrowing increased more rapidly stiU, with inflationary 
reactions upon the price level. In 1920, of all the countries of 
Europe, the United Kingdom was the only one whose budget was 
balanced, whilst the currency of Albania was the only one on a gold 
basis. To these complicating factors were added new causes of 
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friction when a mimber of old territorial units were broken up by the 
Treaty of Versailles and new national boundaries were created. 

From the end of the War until 1929 there occurred a continuous 
process of reconstruction under the new conditions. The first and 
most urgent task was the stabili2ation of the vanous monetary 
systems which had become hopelessly disorganized m the course of 
the War. For seven years the European exchanges fluctuated vio- 
lently, although after 1922 the dollar exchange was kept relatively 
stable in several countries, and two years later the gold standard 
was introduced in Sweden. In 1925, when the United Kingdom 
returned to the gold standard, a large number of other countries 
followed her example and stabilized their currencies m relation to 
gold. In Belgium, France, and Poland inflation continued, how- 
ever, and the currency depreciated. Yet in these cases also a re- 
organization of the monetary S3^ems took place in the course of 
the next two years, and drastic financial reforms turned deficits in 
the public finances into surpluses, and thus reduced the govern- 
mental demand for advances from central banks. In returning to 
the gold standard, some countries adopted a policy of deflation, 
whilst others devaluated their currencies, and the various ways m 
which the return to gold was carried out have exercised considerable 
influence in subsequent years upon the economic life of the countries 
concerned During the years whilst these measures of stabilization 
were in progress, the conduct of business m Europe was very difficult 
and, wntmg in 1927, Mr. Loveday could say — 

Since 1918 there has been no year in which the economic revival of 
Europe has not been checked by some event or series of events which 
has dammed back the deeper flowing currents of economic progress — 
the slump m trade in 1920 and 1921, which spread east from the United 
States and Japan; the uncontrolled inflation in Germany, Austria, and 
Poland in 1922 ; lie occupation of the Ruhr m 1923 ; the stabilization 
crises of r924 in Germany and Poland; the slump of the French and 
Belgian currencies in 1925, which almost synchronized with the deflation 
difaculties in the United Kingdom, Switzerland, and elsewhere, the 
British coal dispute in 1926. ^ 

The year 1925 marks in certain respects a turning point in post- 
war economic devdopment. By 1925, it is estimated that the value 
of world trade, after making due allowance for changes in prices, 

1 Post-war Economic Tendencies, 1918-1925, reprinted in Britain and World 
Trade 
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was about 8 per cent greater than in 19x3. Europe, however, had 
lost ground m relation to the rest of the world. Moreover, up to this 
date, the volume of world trade had increased less than production ; 
in other words, a smaller percentage of goods produced entered into 
international trade than before the War. In the following four years 
these conditions were radically transformed. The increase in world 
trade outran the increase in production and, more important, 
Europe regained her pre-war tradmg position. As prosperity in- 
creased, the demand for foreign products, and particularly for 
industrial goods, rose, and trade increased despite the restrictive 
influence of tariff walls. 

Although, prior to the great slump of 1929-32, the world had 
made considerable progress towards recovery, there have existed 
numerous obstacles to the full development of international trade. 
One of the most serious difhculties has been occasioned by the loss 
of pur chasing power on the part of large numbers of overseas cus- 
tomers. The destruction of man power and capital, and the physical 
and economic devastation of large areas, caused by the War, natur- 
ally left the world in an impoverished condition. The War com- 
pletely deranged the finances of a large number of states, and seri- 
ously impaired the working of the mechanism of credit on which the 
operations of modem trade depend. The reduced purchasmg power, 
consequent on the unstable conditions and poverty prevailing in the 
countries most directly affected by the War, reacted strongly else- 
where. It affected the economic situation both m the overseas 
countries which were sources of supply of raw materials and food- 
stuffs, as well as in industrial countries such as Great Britain which 
required markets for manufactured goods. 

The in purchasmg power due to currency depreciation 

gradually became less serious as one country after another stabilized 
its monetary system. But, as we have already seen, when a large 
number of nations had stabilized their currencies in relation to gold, 
the drain of gold to France and the United States caused a rapid 
fall m the price level. This, of itself, imposed a serious check upon 
the development of international trade. In the first place, in a time 
of rapidly falling prices, there is always a temporary reduction in 
the wfll, as distinct from the power, of consumers to buy goods. This 
arises from a general expectaticm on the part of consumers that 
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prices -will fall still further. There is a tendency to limit purchases 
to the minimum necessary to fill immediate needs, and to hold up 
big forward contracts as long as possible. But a falling price level 
has consequences much more saious than this upon international 
trade as events in recent years have shown only too clearly. In all 
periods of falling prices a characteristic feature is almost invariably 
the greater fall in the prices of raw materials and foodstuffs than in 
those of manufactured goods. The causes of this discrepancy are 
complex, but one or two indications of the reason for the difference 
may be given. The reactions of manufacturers and primary pro- 
ducers, particularly agriculturalists, to felling prices are of an essen- 
tially different character ; the former restrict output, whilst the latter 
often attempt to expand production. 

In the case of foodstuffs, the plan of production has to be com- 
pleted at least twelve months before the crop is sold and, once the 
planting has taken place, the faimor must abide by the consequences. 
Thus an error may easily give rise to overproduction and depression 
of prices. To talce one example , under the influence of remunerative 
prices and a rismg demand, the Cuban sugar producers decided, in 
1933, to expand production. The European beet sugar industry 
had not recovered from the dislocation caused by the War and, 
judgmg by its slow advance up to that date, it seemed improbable 
that the work of reconstruction would be completed imder five years. 
Unfortunately, the expansion of the Cuban sugar industry coincided 
with the expansion of the beet sugar industry m Europe, and the 
resultant increase in production caused a heavy fall in prices. A 
somewhat similar state of affairs has been created in respect of other 
agricultural products. 

An examination of price movements in the course of the depression 
of 1929-32 shows that in the majority of cases the prices of raw 
materials have fallen more seriously than manufactured goods. The 
relationship between the prices of raw materials and industrial 
goods is obviously of the greatest importance, particularly in inter- 
national trade, which is largely based upon the exchange of these 
two commodity groups. 

In the economy of the modem world specialization has reached a very- 
high point. Some countries, such as India, Austxaha, Brazil, the Argen- 
tine, and Canada, depend to a very large extent on their exports of certain 
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vital foodstuffs and raw materiaJs, which a second group of countries — 
Great Britain, Germany, Holland, Belgium, and others — ^buy from 
them m exchange for manufactured axtides. Some countries, such as 
the Umted States of America, are at once great importers and great 
exporters both of raw produce and of manufactures; hut this condition 
is somewhat exceptional. Clearly, if the prices of .foodstuffs and raw 
materials fall more than the prices of manufactured goods, the power 
of the countries which produce the former to buy the latter falls. The 
standard of hving is driven down m the non-mannfactunng countries 
through inability to buy as much as before, while in the manufacturing 
countries unemployment mcreases in the export trades owing to the 
reduction in demand * 

Thus, the terms on which countries producing primary products 
and manufacturing nations exchange their products move to the 
advantage of the latter. Yet, inasmuch as the fall in prices is due 
to monetary causes and not to greater efficiency of production, we 
find that our customers overseas buy less of our manufactures and 
the volume of the export trade falls off. Hence, a fall in prices in an 
area of primary production reacts quickly on a country like Great 
Bntam, where foreign trade is of great importance. 

As yet another illustration of declining purchasing power adversely 
affecting international trade, we may consider the decline in the 
value of silver which has so disorganized trade with the Far East, 
The general trend of silver prices has been in a downward direction 
for the last sixty years. While, at the beginning of the nineteenth 
century the ratio of the value of silver to gold was about i : 15 and 
remained very stable up to the seventies, it moved rapidly against 
silver when a number of countries went over to the gold standard. 
By 1913 the ratio of silver to gold was in the neighbourhood of 1:37, 
but the decline in the value of gold which occurred during the War 
stopped this movement, so that in 1920 the ratio was again 1 : 15. 
In the years which followed, however, silver prices dropped almost 
without interruption, and between 1920 and 1931 the price of silver 
dropped from Sgd. per ounce to about i5d. Once the principal 
monetary metal, silver has now fallen to subsidiary importance 
amongst the gold standard nations. Nevertheless, it retains its 
PTninATirp. as a store of value for nearly half the world’s population, 
giTir(» r.hina still uses it for internal currency. In India, although 
the currency has been stabilized in relation to gold, enormous reserves 
I G D. H. Cole — Trade and Industry 
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of purchasing power have remained hoarded in silver. The extremely 
low silver values, and the consequently much reduced buying power 
of the vast population, are factors contributing to restrict the in- 
crease of imports into China from foreign countries. This check to 
trade may easily become permanent if the currency depreciation 
lasts over a sufficiently long period. “ Finding it increasingly difficult 
to buy (for payment in gold) goods from abroad, China will be driven 
to discover ways and means of producing her own requirements. 
Should she continue to remain on a greatly depreciated silver basis, 
for some years, it is obvious that she of necessity not only 
quickly enlarge her industrial capacity and manufacture goods now 
made m foreign coimtries, but will be able to export many of such 
goods to markets abroad now being served by Great Britain.” ^ 

Another factor which has in recent times contributed to the dis- 
location of international trade has been, paradoxically enough, the 
increase in the world production of commodities. The period during 
and since the War has been characterized by great developments in 
productive activity, both in the sphere of primary production and 
also in manufacture. In the first place, there has been a big develop- 
ment in world production of foodstu&. In so far as Britain is an 
importer of this class of commodity, the increase has been mainly 
to her benefit in that she has obtained her supplies more cheaply. 
It has led, however, to an increasing pressure from the agricultural 
mterests for Government intervention of some description. The 
increase in production may be attributed to two causes, namely, 
the technical progress of agriculture and the disorganization caused 
by the War. 

With regard to the first of these causes, improvements in technical 
methods, increased yield, and the cultivation of new areas have all 
occurred in a short space of time. The yield of the land has been 
increased, not only by the extension of the cultivated area, but also 
by the adoption of scientific methods, seed selection, the more 
general mtroduction of new varieties, the use of fertilizers and heavy 
manuring, and the employment of machinery. As a result of bio- 
logical research, for example, wheat is now cultivated in Canada from 
fifty to one hundred miles farther north than was possible at the 
end of the War, thus increasing the area which can be brought under 
» Report of the British Economic Mission to the Far East, 1930-31. 
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cultivation. Again, in overseas areas of production, the introduction 
of machinery has revolutionized agricultural methods. Thus, in 
grain cultivation, ch^ap traction power is of great importance, and 
the large-scale introduction of tractors has led to a considerable 
reduction of costs in many countries. In hke manner, the combine — 
a machine which reaps and threshes simultaneously — ^has reduced 
costs of production in regions where topographical conditions are 
suitable for it. 

The economic disorganization caused by the War is painfully 
clear in the case of agricultural production. During the course of 
the War there was a considerable development of production in 
coimtries outside Europe, and the regular current of trade found 
new channels. In order to provide food for the belligerents, distant 
countries were led to increase their production. After the War, 
when Europe recovered its productive power, these overseas coun- 
tries were faced with the defensive action of governments desiring 
to consohdate the position of agriculture in their own countries. 
The general trend of agncultural effortsince the War has been towards 
the increase of production, whether of crops or of live stock, so that 
in many cases there has occurred an overproduction of crops, as in 
the case of certain cereals. Now, when we speak of “overproduc- 
tion,” it must be remembered that we are using the term in a limited, 
technical sense — 

When it is said that wheat has been over-produced, the meaning is, 
not that the world has produced more than it needs, but more than the 
people of the world will buy out of their limited mcome at a remunera- 
tive price. Wheat is scarce in relation to men’s needs ; but in relation 
to their incomes it is so plentiful as to have lost greatly in value. For 
the money valuations men put on things depend on the size of their 
incomes. ^ 

The peoples Of the Far East could easily eat the world’s surplus 
of wheat, but their incomes axe so low that they cannot afford to 
buy it, so that no ^ective demand exists for the wheat. Where such 
overproduction exists, there inevitably arise, sooner or later, schemes 
for the restriction of supply. These restrictions frequently take the 
form of tariff harriers designed to protect the home producer against 
the low prices of his overseas competitors; they may take the form 
of quota schemes which have the same effect, or producers may 
^ G. D, H Cole — British Trade and Industry, 
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lombine together in some kind of cartel to control prices. All these 
arrangements have usually one feature in common— they restrict 
trade, or, at best, force it into artificial channds. 

A similar situation has prevailed in respect of industrial raw 
materials. Here, in the case of several important basic commodities, 
attempts have been made through monopoly control to keep prices 
at a profitable level without, except in one or two cases, restriction 
of productive capacity. In consequence, a period of relatively high 
prices reduced demand and encouraged substitution, and also in- 
creased productive capacity, thus creating an actual or potential 
surplus capacity. The European coal industry, one of the most 
important raw material industries, has been subject to a complex 
set of influences which have tended to restrict demand within sur- 
prisingly narrow limits, and to create very considerable local excess 
capacity. Up to the time of the War, the consumption of coal 
increased more rapidly than production. Smce then technical 
economies in the use of coal, the increasmg use of oil by ships, the 
development of water-power in various coimtries, and the general 
post-war dislocation of mdustry, have all combined to keep the 
demand for coal down, whilst the capacity for production has steadily 
increased. As a result of the suicidal competition between producers, 
the uneconomic price at which coal has been sold has conferred a 
substantial boimty on large coal consumers, but at the same time 
has seriouslyimpaired the financial basis of oneof the most important 
basic industries in the world. The difficulties of the depression have 
been intensified by the policies of various countries which have 
attempted to foster domestic production through the medium of 
preferential railway rates and subsidies, whilst at the same time 
restricting coal imports from other countries by the adoption of 
tariffs, licences, and obstacles of a similar nature. Thus the Polish 
coal industry has captured much of the coal trade of the Scandin- 
avian countries by receiving government assistance through sub- 
sidized railway rates. 

If we turn to the manufacturing industries we again find a tre- 
mendous increase in productive capacity. Taking the world as a 
whole, the widespread development of home manufactures to meet 
needs formerly supplied by imparted goods is one of the outstanding 
features of the post-war economic situation. In part, this tendency 
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IS a nat ural and universal one, mseparable from healthy economic 
progress, since every area will seek, sooner or later, to develop its 
latent economic characteristics. Yet, this natural tendency un- 
doubtedly received unhealthy stimulation by wartime conditions 
and necessities. The cutting off of usual sources of supply and the 
abnormal demand for certain classes of products for war purposes, 
compelled many countries, including Great Bntain, to embark on 
the manufacture of goods in respect of which they had hitherto been 
dependent on importation. Further, the War gave an impetus to the 
industrialization of certain of the less-developed countries. Manu- 
facturing mdustries in such countries as Japan, India, and the other 
British Dominions expanded at a rapid rate, and this continued after 
the return of peace and more normal conditions of international 
trade. Such a development has been particularly serious for indus- 
tries which, like the British textile industry, have had their chief 
markets in these countries. 

The immediate effect of this industrialization of overseas areas 
has been a restrictive one. Goods which formerly found a ready 
sale in a particular market are now wholly or partially excluded by 
the competition of the locally produced article under the protection 
of an import tariff. Difficulties of this nature have been further 
accentuated, so far as Europe is concerned, by the creation of new 
pohtical frontiers. The territorial rearrangements which were con- 
sidered to be desirable on political grounds have not always produced 
the economic agreements by which th^ should have been supple- 
mented. Many existing industrial plants were cut off from their old 
markets by customs barriers along the new frontiers, behind which 
new factories grew up and satisfied local demand. Czechoslovakia, 
for example, inhented more than three-fourths of the Austria- 
Himgarian textile industry, but the other successor states have 
promoted new textile industries on their own territory under the 
shelter of protective tariffs. Again, as a result of its revolutionary 
policy and the destruction of normal rdations between it and other 
states, the U.S.S.R. has become isolated. In consequence, the 
Soviet Government has initiated an ambitious plan of industrial 
and agricultural development which, even though it may not meet 
with complete success, can hardly fail to exert considerable influence 
on international trade in the future. 



CHAPTER IX 
Theory of Foreign Trade 

The recognition of the real nature of foreign trade as an institution 
which is beneficial to all parties is of relatively recent origin. In the 
seventeenth century the leadas of economic thought had not 
progressed beyond the idea, which is stiU imfortunately widely 
prevalent, that every import signifies a loss and every export a 
gain, so that the aim of a country should be to import as little as 
possible and to export as much as possible. In other words, imports 
should be discouraged whilst exports should be encouraged. Even 
as late as the eighteenth century, the Mercantilists believed that a 
transaction which resulted in a gain to one country must mevitably 
cause loss to another. It was not until the close of the century that 
the first advocates of modem economic science — ^David Hume and 
Adam Smith— gave expression to a new idea, that is, international 
division of labour. 

This term signifies nothing more or less than the fact that the 
international exchange of goods is r^ulated by the same principle 
as that which prevails within a country itself— the principle of the 
division of emplo5unents and the localization of industries. It is to 
this pimciple of the division of labour that we must attribute the 
economic progress of man from the Palaeohthic stage to that of 
modem civilization. Everyone diould confine himself to the pro- 
duction of those commodities for which he is best suited and should 
exchange these for the products which he requires for his main- 
tenance and well-being. "It is the maxim of every pmdent master 
of a family,” said Adam Smith, "never to attempt to make at home 
what it will cost him more to make than to buy. The tailor does 
not attempt to make his own shoes, but buys them of the shoe- 
maker. The shoe-maker does not attempt to make his own clothes, 
but employs a tailor. The former attempts to make neither the 
one nor the other, but emptoys these different artificers. All of 
them find it for their interest to employ their whole industry in a 
way in which they have some advantage over their neighbours, and 
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to purchase with a part of its produce, or what is the same thing, 
with the price of a part of it, whatever else they have occasion for. 
What is prudence in the conduct of every private family, can scarce 
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Xciangular exchange exists where three or more countries are combined , 
England, for instance, receives chemicals from Germany and pays in sterling 
drafts. The proceeds of these stoding drafts are used for paying for coffee 
received by Germany from Brazil, who, likewise, Uses them for settling her 
account with England for Imports of cotton goods from that country The 
export of Germany to England corresponds to an import from Bra^; the 
import of England from Germany corresponds to an export to Brazil. Ihrom 
the above diagram it will be seen that the money circulates in the same 
direction as the hands of a dock and the goods in the opposite direction. 


be fo% in that of a great kingdom.” If a foreign country can supply 
us with goods cheaper than we can make them ourselves it is better 
that we should buy them with a portion of the produce of our own 
industry in which we are superior to foreign countries. 
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The natural advantages which some countries possess in the 
production of certain commodities are sometimes so great that, as 
everyone knows, it would be futJe to gainsay them. Adam Smith’s 
famous example of the production of wine from grapes, cited in 
the last chapter, stresses this aspect. If it would be an obvious 
folly to invest tliirty times as much of the capital and labour of a 
country upon a particular trade than would be necessary to produce 
the same quantity of commodities in foreign comitries, it must 
likewise be a foUy— though perhaps not such an obvious one— to 
expend upon such a trade even a fractional portion of capital and 
labour more than would have to be expended if the article were 
imported. Whether the advantages which a country enjoys over 
another be natural or acquired is immaterial. So long as one country 
possesses these advantages and another country does not, so long 
will it be more advantageous for the latter country to buy from the 
farmer than to produce the goods itself. The advantage which an 
artificer has over his neighbour who carries on another craft is but an 
acquired advantage, yet both find it more useful to buy from one 
another than to make those things themselves which do not come 
within their own c alling . The important conclusion is that the 
division of labour, whether it be national or international, is bene- 
ficial to all participants and is, of necessity, a mutual process which 
creates a bond of solidarity between those who are interested in it. 
The international division of labour leads to world-wide solidarity of 
economic interests, so that the good and bad fortunes of the nations 
are linked together. 

INTEENATIONAI EXCHANGE. The principle of international divi- 
sion of labour thus leads us to regard foreign trade as an exchange 
between countries, which is restricted to the production of those 
commodities in which the exporting country enjoys superior ad- 
vantages. This, however, seems to postulate that each of the 
participating countries must possess an absolute superiority of 
production in some commodity or other. I.et us assume, for example, 
that we are dealing with trade between England and the United 
States, and that English textiles are being exchanged for American 
copper. This exchange postulates that England enjoys superior 
facilities for the production of textiles, and the United States for the 
production of copper. In the case of the commodities mentioned 
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this supposition is probably true, and no doubt the same may be 
applied to many other goods. This remark applies especially to the 
exchange of tfopical products for those of the temperate zone. If, 
however, we were to accept this postulate unreservedly a large 
portion of the foreign trade of the world would remain unexplained. 
As a matter of fact, international trade is composed to a large extent 
of goods in which the importing country is actually superior to 
the exportmg country in its methods of production. For instance, 
there can be no doubt that America with its system of mass pro- 
duction and unrivalled natural resources is superior to European 
* coimtries in most branches of manufacture, yet the exchange of 
manufactmred goods between Europe and America m normal times 
is tremendous. 
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In the aliove diagram, America can produce a certain quantity and quality 
of copper with labour-capital effort lo and a certam quantity and quality 
of textiles with the same labour-camtal e&rt. These quantities will ex- 
change in America for one another The copper that America can produce 
with effort lo, Britain can also produce, hut it will cost her 20 luuts of effort. 
And the textiles that America can make with effort 10 Brltam can also make 
but at cost in effort at 15. So, as Amenca would certainly not agree to 
accept the product of Britain’s ij in textiles for her xo of copper, there bemg 
no advantage to her from doing so, Bntain may be supposed to offer as 
much textiles as she can make with effarf 18 m exchange for the copper 
Amenoa can produce with effort 10 And if the bargain is accepted on these 
teimis. Amenoa gams as many textiles as Bntaia can make with effort 3, 
and Britain gets the same amount of copper at a cost of effort 18 as she 
could make Mr heiself with effort ao, thus savtng a units of effort in satis- 
fying her want for copper. In short, America gams in amount of commodity 
Britmn saves m labour-capital effort 

Let US suppose that trade takes place between Great Britain and 
America in two commodities, namely, copper and textiles, and let 
us further assume that America is favoured in the production of 
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both kinds of goods in comparison with Great Britain, but that her 
superiority is greater in the case of copper than it is in textiles. In 
such circumstances exchange would tend to take place ; the result 
would be that America would confine herself to the production 
of copper and would leave that of textiles to Great Britain, so 
that American copper would be exchanged for British textiles. 
The obvious reason for this development is that it would be more 
advantageous for America to concentrate upon the production of 
that commodity for which it has the greatest comparative super- 
iority. Thus, according to the diagram on page 232, it will be seen 
that America can produce a certain quantity of copper with 10 umts 
of labour-capital effort, and a certain amount of textiles with the 
same amount of labour-capital effort. These commodities will tend 
to exchange for each other in proportion to their respective expenses 
of production. In consequence, this quantity of copper will, in 
America, exchange for the amount of textiles produced with the 
same labour-capital effort— whatever the quantities of commodities 
may be. Now let us suppose that the same quantity and quality of 
copper that American producers can make with labour-capital 
effort 10, British producers can make with 20 imits of labour capital 
effort, whilst the same amount of textiles that American producers 
can make with an expenditure of 10 units of labour-capital effort, 
British producers can also make, but at a cost of 15 units of labour- 
capital effort. From these figures it wiU be seem that although 
America possesses an advantage in respect of the production of 
both commodities, she possesses a greater advantage in respect of 
copper. 

Here, then, are two commodities both of which America can 
produce better than Britain, but nevertheless a trade is almost 
certain to spring up. British producers will bargain with American 
manufacturers and will ask for as much copper as they can produce 
with xo units of labour-capital effort in exchange for the textiles 
which the Britidi producer can make with 15 units of labour- 
capital effort. In such a case the American producer will get as 
great a quantity of textiles from Britam as he was formerly able to 
produce for himself, whilst the British producer will receive as much 
copper from America as he couM produce himself with an expendi- 
ture of 20 units of labour-capital effort. But it is unlikely that 
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exchange wiE take place on such tenns since no special benefit 
accrues to America. The Bntish producer now offers to give as 
many textiles as he can make with i8 units of labour-capital effort 
in exchange for the copper which the American producer can make 
with 10 units. The American producer then gets more textiles for 
his copper than he could possibly produce with his own labour- 
capital effort, whilst the British producer receives as much copper 
as he could produce with 20 units of labour-capital effort in exchange 
for the product of 18 units of labour-capital effort devoted to textiles. 
Assuming that this ratio of exchange is adopted, the American 
producer now gains the product of three British units of labour- 
capital effort devoted to textiles, whilst the British producer saves 
two units of lahour-capital effort devoted to the production of 
copper. The American producer gains in commodity, whilst the 
British saves in labour . The mtemational bargain splits the differ- 
ence between the two parties In tiiis case America has gained 
three units and Britain has saved two units out of the possible 
dividend of five imits of labour-capital effort, which was the net 
differential advantage resulting from the exchange. 

The question which next arises is why is the rate of exchange 
settled at the above point? In other words, what are the forces 
which determine the point of equilibrium. Clearly there is only one 
possible explanation for this. When the product of 18 units of labour- 
capital effort devoted to textiles exchanges for the product of 10 
units devoted to copper, then demand and supply for these com- 
modities are equated on each side. At this point there is no American 
seeking British goods who cannot get them at that rate, and no 
British consumer seeking American copper. Supply and demand 
are in equilibrium on either side. The ratio of exchange, m the 
case of commodities which are the subject of international trade, 
depends on the comparative intensity of demand on each side, 
having due regard for the limits set by comparative cost. 

Assuming that the equation of international demand is settled in 
the foregoing manner, the next question to decide is the magnitude 
of the demand and supply on each side. In order to explain 
this we must examine the Vagram on page 235. From this it will 
be seen that before the trade began, .Mexican producers used to 
produce both copper and textiles for themselves as did also the 
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MAGNITUDE OF FOREIGN TRADE AND 
ITS DETERMINATION 


Before the trade 


After the trade 


AMERICA GREAT BRITAIN 

COPPER & TEXTILES COPPER & TEXTILES 
a ah b 


il 


COPPER & COPPER TEXTILES & TEXTILES 


Before the trade began., America produced both copper for herself (Copper J 
and textiles for herself (Textiles^, and Britain produced both copper for 
herself (Copfbrj) and textiles for herself (TextilesO When the trade 
begins, Amenca ceases to moduce textiles for herself and devotes the 
same amount of labour-capital effort as before to producing copper for 
Bntaln, wherewith to persuade Britain to send textiles to her. And 
Britain, hkewise, instead of jprodudne copper for herself, now, at the same 
expense of labour-oapital-effort, produces textiles wherewith to persuade 
America to send across her copper. So that America’s demand for British 
textiles is seen to consist of exactly the amount of copper that she can pro- 
duce wll^ the labour and capital set free from making textiles ; and Britam’s 
demand for Amencan copper consists of the textiles she can make with the 
labour and capital set free from producmg copper. The demand will not bo 
satisfied on each side unless and until the whole of the copper produced in 
America with labour and cwital set free from making textues exactly and 
completely exchanges for the whole of the textiles made m Britain with 
labour and capital set free from producing copper. The terms of the bargain 
must oscillate until these exactly exchange. 


producers in Britain. If demand is proportionate to cheapness, 
America will be prepared to devote the same amount of labour- 
capital effort to the production of copper wherewith to persuade 
Britain to send the textiles. The amount of copper sent to Britain 
win equal the product of the amount of labour-capital effort set 
free from the production of textiles. But it must be remembered 
that supply is only the name for the other party’s demani. The 
terms of the bargain will oscillate until all the copper which America 
produces in exchange for textiles will be equal to all the textiles 
which Britain mates for America. 

In the above example foreign trade between the two countries 
is based upon the comparative costs of production and not upon 
absolute costs. This is the essential feet which has been described by 
economists as the theory of compaiative costs which was first 
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enunciated by Ricardo in his Principles of National Economy and, 
Taxation. 

It would be a mistake to infer that the law of comparative cost 
is confined to the sphere of foreign trade, for the exchange of com- 
modities may develop within a country itself, based upon the 
comparative superiority m production of one district over another. 
If one district is superior to others in all branches of production 
then labour and capital will tend to migrate from the inferior dis- 
tricts to the superior in order to participate m the benefits of pro- 
duction. Yet, even withm one and the same country, the factors of 
production are not so mobile as to bring about a state of equilibrium 
through migration. In so far as this equihbnum is not attained, 
an exchange between the two districts in the way we have described 
in cormection with the foreign trade would be beneficial, and the 
result would be that the supenority in production of one district 
as compared with the others would reveal itself in a higher level of 
wages. This drfrerence in the levd of wages is due to the marginal 
productivity of labour. If the factors of production were perfectly 
mobile, there would be no differences in the productivity of capital 
and labour and therefore no poorer and richer districts, but only 
districts with a sparse and those with a dense population. 

Although the mobility of capital and labour within a coimtry 
is by no means unrestricted, this fact becomes still more noticeable 
when we consider the trade between one country and another. 
In foreign trade, in the words of Caimes, we are dealing with 
"non-competing” groups with regard to the movement of capital 
and labour, and these factors of production do not flow readily 
over international boundaries. Let us suppose that a man has a 
boot factory in Leicester and he is thinking of moving it to North- 
ampton. If he does so, he will notice little change in economic 
and social conditions. He will find the same laws, the same weights 
and measures, the same currency and language, and the same trade 
union rules, so that from this standpoint movement is easy. But 
should he wish to remove from Leicester to Berlin, his difficulties 
immediately assume greater proportions. Not only is there the 
question of the greater distance, but there is a different language, 
different laws and customs, all of which combine to retard his move- 
ment. Thus, although it is not impossible to remove a factory 
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from Leicester to Berlin, it is far more difficult than removing it 
from Leicester to Northampton. 

It must be admitted, however, that the international mobility 
of the factors of production has increased considerably smce Ricardo 
first enunciated the theory of comparative cost, but no one would 
assert that it has become as great as national mobility, and certainly 
not so great as to render invalid the theory. Large quantities of 
goods flow through the channels of international trade which could 
be produced in the importmg country at a smaller expenditure of 
labour-capital effort than in the exporting area. Such commodities 
are imported because the supenoiity of the importing countr}?^ in the 
production of other goods is greater still. 

The indefinite continuance of such trade thus rests on immobility of 
labour between countries — on the ties of language, nationality, religion, 
on the obstacles from ignorance and poverty, which hold people to the 
land of their birth. Great as is the emigration of modern times, it has 
not sufficed to put an end to this prevaihng immobihty. . . In an 
ideal — and we might call it Utopian — distribution of the world’s pro- 
ductive forces, the division of labour and trade which rests solely on 
comparative differences in costs would not exist But as men and 
nations are, no small part is played by the great historical gulfs between 
nations and races and by the resultmg immobility of labour ^ 

It cannot be too strongly emphasized that wages in one country 
are higher than those m another because the former possesses a 
general superiority of production, or a higher marginal productivity 
of labour, in comparison with the latter. The difference in wages 
is thus only a manifestation of the conditions under which the 
exchange takes place. It is therefore fundamentally unsound for the 
superior country to construe the high level of wages as a danger 
to its competitive abihty, thus feeling itself compelled to protect 
its wages level by customs duties. The result of such protection 
is that those branches of production which would be better relegated 
to foreign countries are maintained within the home country— a fact 
which depresses the general productivity of the country and there- 
fore the standard of life. It is very important to hear this in mind 
because it follows that the justification of protective duties cannot 
be based on the fact that a higher wages levd prevails as compared 
with fnr mg n countries. In this connection, protective duties have 
^ Taussig. Principles of Economics (Vol I). 
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the effect that high wages can be paid in places where they are not 
sanctioned by a higher economic productivity. The mihampered 
international exchange of goods in the form of free trade leads to a 
levelling of pnces in the various countnes but not to a levelling of 
wages. These remain high in those localities in which there is a 
high productivity of labour, and they remain low where the pro- 
ductivity of labour is small. This statement can be verified by a 
study of the trade between countries with a large difference in wage 
rates, but which enjoy mutual freedom of trade ; for example, in the 
trade between Great Britain and India before the War. 

We will now endeavour to summarize the results of the foregoing 
considerations. In the first place it must be noted that international 
trade is based upon territorial division of labour. This mpang 
that foreign trade would not be carried on if it did not appear ad- 
vantageous to each of the participatmg countnes. Such exchange 
is of advantage even for those countries which possess a superiority 
of production in respect of all the goods which are the subject of 
exchange, whilst the exporting country may posses inferior facilities 
for the production of these commoities — ^assuming always that 
there is a difference in their comparaHve costs. Thus there would 
be no trade between the United States and Great Britain in the 
following case because there is no difference in relative efficiency — 



by relative costs ; so much so, that if there were no difference to split, 
there would be no trade. This is illustrated by the above case in 
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which the United States has the same absolute superionty of pro- 
duction in regard to both commodities The benefits of exchange 
are the same for all countries in that the exported goods are cheaper 
than they would be if produced in the country of importation. 
This relative cheapness of ejqwrts may arise from a number of 
causes — 

It may arise from climatic superiority or other natural fitness, or 
from skill and aptitude due to complex human causes, or it may arise 
from a combination of these. The advantage of the United States in 
wheat, and its exports of wheat, rests (or rested) partly on the posses- 
sion of vast tracts of new and fertile land; but it was much promoted 
also by the intelligence of its feimers and their large use of agricultural 
machinery, and by cheap rail transportation from the western wheat- 
fields to the seaports. All sorts of causes here concur . not only the 
obviously natural ones, but those connected wi& land tenure and land 
ownership, with universal education and universal ambition, with the 
influence on freight rates of unfettered enterprise, of private construc- 
tion and management of railways ^ 

It must also be noted that goods are sometimes imported from 
abroad which are exported as domestic products and may be 
produced in large quantities in the home country. This may arise 
because the foreign producing centre is nearer to the home con- 
suming centre than the home producer or, at all events, because the 
costs of brmging the goods to market are smaller from the foreign 
centre than from the home centre of production. Thus rye is ex- 
ported from East Prussia to the Scandinavian countries whilst it is 
also imported from Holland and Belgium into the industrial districts 
of the Rhine. Again, where goods are imported in face of a large 
home production, the explanation may be due to the fact that if the 
home demand were to be met completely by home grown supplies, 
the cost of production would rise in accordance with the law of 
dimmishing returns. 

In conclusion, we have to inquire how the benefit which arises 
from mtemational trade is distributed amongst the parties to the 
exchange. Is it distributed equally, or is it distributed in such a 
way that the advantage of one country is greater than another ? 
Obviously the advantage resulting from foreign trade wiU be the 
greater the less a country has to give of its own products in order to 
acquire a certain quantity of goods imported from foreign countries ; 

1 Taussig, Prinoiples of Economm, Vol. I. 
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that is, the cheaper it gets the goods imported. This relationship 
is described as the equaiions of international demand,, and it may be 
said that the benefit to one coimtry is the greater the more favour- 
able the equation of international demand, or in other words, 
the higher the price of the exported goods and the lower the price 
of the imported ones. The benefit to Great Britain of her export 
trade with the Argentine will mcrease, the smaller the amount of 
machinery, textiles, and other manufactures we have to give for 
a certain quantity of Argentine wheat. 

In normal arcumstances it is probably true to say that the terms 
of exchange depend upon the relative demands of the participating 
countries for the goods of others. It may happen, however, that 
the terms of exchange may move in favour of a country for other 
reasons, as where a fall in the general level of world pnces affects 
more seriously the prices of primary products than those of manu- 
factured goods. In consequence, the normal relationships between 
agricultural and manufacturing countries tend to be seriously dis- 
turbed. For example, in 1928, by shipping to this country a ton 
of cereals, a foreigner could obtain in exchange some 55 yards of 
woollen tissues. In 1931. notwithstanding a reduction of over 50 
per cent in the cost of raw wool, the same quantity of grain ex- 
changed for less than 30 yards of woollens. Grain was coming into 
the country more cheaply, but since this cheapness was due to 
arbitrary fiuctuations in the value of money and not to greater 
efSciency of production, the foreigner was unable to produce 
sufficient grain to find a market and purchase the former quantity 
of woollen goods. The result was that two out of every five woollen 
operatives in employment in 1928 were out of work in 1931. A 
sunilar result followed m other branches of production. Exports of 
manufactured goods to the impoverished countries dependent on 
primary products declined heavily, and employment declined in the 
export industries in manufacturing coimtiies. 


TEST PAPER 9 

I, International Trade has been described as " division of labour be- 
tween nations ’’ Bring out the significance and estimate the cor- 
rectness of this description. 
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2. State the economic reason why Bntam is becoming less and less 
an agricultural nation, although there is an abundance of unculti- 
vated land in the country. 

3. State how you personally are interested in the extension of British 
tiade abroad, even with countries you seldom hear of, and in 
articles which you yourself never use 

4. The Mercantilists are charged with having fixed attention on the 
accumulation of treasure within the country Is this account of 
their pohcy just or complete? By what means and with what 
success did they seek to carry out their "system” in practice? 

5. "In matters of trade the whole world is as one country in which 
nations are hke persons " How far is this account given by an 
old writer illuminating or misleading, in theory and m practice ^ 

6. Show what fundamental advantages nations derive from inter- 
national trade, and apply your general exposition to the particu- 
lar case of trade between a nation economically "new " and a 
nation economically "old." 

7. Pomt out the advantages and difficulties of trade between different 
countries as compared with trade within a single country. 

8. "Nations will not begm tradmg with one another to any extent 
unless comparative v^ues differ.” Explain fully the doctrine thus 
enunciated. 

9. Under what conditions m pure theory will foreign trade arise be- 
tween two countries’ What factors will determme which of the 
two countries will derive the greater advantage from the exchange ? 

10. How would you measure the benefit which a country derives from 
its Foreign Trade? Discuss what is meant by the Principle of 
Comparative Cost, and show how it determines the nature of im- 
ports and exports. 



CHAPTER X 
The Balance of Trade 

The simplest form of foreign trade is that m which the primary 
producer and the ultimate consumer enter into direct relationship 
with each other. At the present time, however, this method is rarely 
encountered even in the home trade, and it is even more uncommon 
in the case of dealings with foreign countries. Here, m the case 
of most classes of commodities, we find mtervemng between primary 
producer and ultimate consumer a more or less lengthy chain of 
middlemen, who undertake certain spedahzed duties m connection 
with the movement of goods. The rise of these middlemen, although 
due to many causes, may be explained in general terms as being 
due to the gfeat distance between the parties, the difference of 
language, the existence of unusual risks, the difficulties of ad- 
vertising, the diversity of currency systems, as well as to the need 
for specialized knowledge of merchandise and of customers. Hence 
a group of specialists has gradually developed in connection with 
foreign trade, in the form of agents, brokers, warehouse-keepers 
and others. 

The organization of this trade varies with the nature of the 
commodities, according as to whether they are raw materials or 
finished goods, and also, in a certain degree, according to whether 
we are dealing with the import or the export trade. 

EAW MATEBIALS. The trade of the world in respect of raw 
materials is closely coimected with the produce exchanges on 
which staple commodities are bought and sold in accordance with 
the regulations of the exchange. The chief produce exchanges are 
to be found in the great ports: for example, Chicago, Winnipeg, 
London, or Liverpool for wheat ; London for tea, wool, and dried 
fruits j Liverpool, Bremen, Le Havre, and New Orleans for cotton, 
and so on. The dealing in these commodities is of a more or less 
standardized nature and, inasmuch as they are mostly staple com- 
modities in constant demand, the marketing problem associated 
with them is to that extent simplified. 
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MANDI’ACTUKED OOODS. In the case of manufactared products we 
find no such degree of standardization as vsdil warrant the intro- 
duction of produce exchanges, for manufactured goods are two 
nmnerous and individuahzed for thek sale to be concentrated in 
centralized institutions. Moreover, the commercial technique is 
much more complicated in the case of manufactured goods. The 
export of manufactured goods is efiected in one of the following 
ways — 

1. Direct Exportation by Manulaotnrerg. The makers of the goods 
may establish their own branches and connection in overseas 
markets. This method is particularly desirable where dose contact 
with customers has to be maintained in order to adapt the product 
to their needs. In some cases, a number of manufacturers either 
in the same or m allied trades may combine to form an export sales 
agency for the same purpose. 

8. Spoclolized Exporters. The work of selling in overseas markets 
may be relegated to specialized firms of exporters by the 
manufacturers. Thus we have firms of cotton merchants and coal 
exporters who possess special knowledge of markets and com- 
modities In recent years many of these firms have tended to lose 
groimd in favour of direct eiqiortation. 

3. Gonerol Exporters. These are exporting firms which do not 
spedaUze in any particular class of goods, but are prepared to 
obtain anything which their* customers may require. This dass 
of undertaking may confine its attention to a definite area, such as 
the Far East, the Baltic, or South America. Such general exporting 
firms are becoming of smaller importance with the development 
of direct exporting by manufacturers. 

From the foregoing it may be gathered that international trade is 
concerned with the exchange of values, whether these values are 
connected with material commodities or intangible services. We 
may sell our manufactured goods overseas, but we can also seU 
the services of our shipowners in carr 3 ?ing freight, or the services 
of our banking and insurance system in providing the finance or m 
safeguarding traders from the risks assodated with property. It is 
with these movements of value to and from a country that we 
shall be mainly concerned in this chapter. 
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DBADE IN MEBCHANDISE. The trade in material commodities is, 
of course, the most obvious form of international trade — ^so obvious 
indeed that there are many who would appear to imagine that 
it constitutes the beginning and end of foreign trading relationships. 
In Great Britain this trade in maienal commodities is of the greatest 
importance even though, as we shall show later, it by no means 
accounts for the whole of our international trading transactions. 
As one writer has very aptly pointed out. Great Britam may be 
compared with one of our great cities. “Lilce a city, it must obtain 
supplies from without and pay for them either by goods produced 
within its frontiers or by services which can be exchanged for goods. 
Moreover, the production of goods implies raw materials, and these 
again must as a rule be imported from abroad. In short, apart from 
that section of its people employed m agriculture or mining, or m 
carrying the products of these industries. Great Britain is merely a 
gigantic urban area, dependent for its very existence on the supply 
of food and raw materials from without, and these are purchased 
largely by the products of its manufacturing industries.”^ Hence, 
this movement of commodities both inwards and outwards is a 
matter of the greatest significance in the economic hfe of this 
country. We may consider this trade under the following headings — 

1. Import Trade. Broadly speaking we may say that the most 
important elements in the British import trade are the importation 
of foodstuffs and of industrial raw materials. Imports in the first 
category, described in the official returns as imports of food, drmks 
and tobacco, are by far the most important. In 1931, for example, 
when commodities of this class could be purchased at exceptionally 
low prices, we spent more than ^^400,000,000 on them. In respect of 
certain important classes of products such as grain, meat, dairy 
produce, and fruit, although a certain amount of home production 
occurs, comparative costs of production keep it in a subordinate 
position. In consequence, desjate trade restrictions and tariffs, the 
British market is likely to remain the most important in the world 
in respect of goods of this class 

Not only do we depend upon importation to furnish us with the 
necessary foodstuffs to feed our dense population, but we also rely 

I Professor A. J. Sargent, British Iridustries and Emptre Marhets. 
(E.M B. 26 ) 
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upon overseas sources of supply to provide us with the raw materials 
to give them emplo3mient. With the exception of coal and possibly 
to a smaller extent, iron ore, we are almost completely dependent 
upon the import trade for our supplies of such important materials 
as non-ferrous metals, cotton, wool, silk, timber, rubber, hides and 
skms, and similar commodities. Again, in the third class of imports 
recorded in the Board of Trade returns — ^Articles Wholly or Mainly 
Manufactured — certain of the more important imports serve as 
raw materials for important British industries, such as crude iron 
and steel, copper, lead, tin and zmc. In addition to these, oil, the 
basis of the motor transport industry, figures importantly in the 
total. 

These different classes of imports react differently to changing 
conditions of world trade and the position of domestic industry. 
The quantity of foodstuffs purchased will remain relatively stable in 
periods of good and bad trade since in times of depression the 
population must be fed whilst in more prosperous days it will not 
require to eat more — Oman’s appetite does not expand with his 
income. Nevertheless, the direction of his expenditure may vary 
considerably, for in times of good trade he will purchase more ex- 
pensive varieties of food, whilst in a period of depression he falls 
back upon the staple articles of diet. Thus, in the course of the world 
depression of 1929-32, imports of wheat and beef were mamtained, 
whereas sugar showed a decline. In the case of mdustrial raw mate- 
rials, however, we have a more direct correspondence with the 
state of trade, for a slackening of business soon causes a decline in 
the demand for materials which reflects itself in the composition of 
the import trade. 

SS. Export Trade. With the outstanding exception of coal, the 
export trade of Great Bntam depends mainly upon manufactured 
goods. As already pomted out, the prmapal raw material of 
economic importance produced in this country is coal, which has 
served as a basis for our manufactnrii^ industries as well as a large 
export trade. In recent years, however, the value of this trade has 
suffered a very serious decline owing to development of rival pro- 
ducing areas abroad and to restrictions on trade. This export trade 
in coal has, in the past, played a very important part in the economy 
of this country. It has furnished our shipping with an outward 
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cargo to all parts of the world, thios enabling return cargoes of raw 
materials and foodstuffs to be brought to our shores at a minimuin 
of cost. The diminution in the volume of this trade since the War 
has lessened this advantage 

The most valuable part of our export trade is, however, made up 
of manufactured goods m the production of which we utilized the 
raw materials and semi-manufectured goods brought from other 
countries. Many of the most important British manufacturmg 
industries, such as iron and steel, ei^ineering, textiles and clothing, 
have been built up on the basis of an extensive overseas demand. 
Since the War this trade has been carried on m the face of increasing 
difficulties, particularly as regards the cheaper classes of goods. 
Most overseas countries have attempted to develop local industries 
and have protected them behind tariff barriers so that extensive 
markets have been wholly or partially lost. The expansion of the 
British export trade offers one of the most urgent problems of the 
present day since a permanent decline in this trade can result only 
m a lower standard of living for our people. 

8. Entrepot Trade. This trade, which is of considerable importance 
to Great Britain, consists of — 

(«) The importation of goods which are not intended for home 
consumption but only for further treatment, and the re-export 
of those goods after they have been subjected to some process of 
manufacture. In this respect it is immaterial whether this process 
of manufacture is carried out at the expense of the home country or 
for foreign account. For example, foreign wheat may be imported 
into London for the purpose of being converted into flour and is 
then re-exported m its finished state. 

(6) The exportation of raw and partly-finished materials with 
the obj0!t.;,of having them finished in a foreign country and then 
re-imporlirig them after they have been finished abroad. Thus, 
textile fabrics may be exported with the object of having them 
bleached, dyed, and finished abroad. 

4, Transit Trade. In this category we may mclude the shipment of 
commodities to this country for re-distribution abroad without any 
manufacturing operations of any descriptions being performed upon 
them. The fact that this country formed such a large market for 
. raw materials and foodstuffs has frequently led to the establishment 

17— (6075)“ 
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of Specialized machinery and institutions for dealing in com- 
modities. In consequence, the overseas producer has found it most 
convenient to send the whole of his output to this coimtry and allow 
it to be redistnbuted from London or some similar centre. In this 
way, both producer and foreign buyers could avail themselves of our 
special facilities. In recent years, however, this class of trade has 
showed a decline, partly owing to the establishment of rival markets 
in the centres of consumption, and partly on account of the increase 
of direct sales in producing areas. Thus London has for many years 
been the world's principal market for raw wool, especially for 
the better grades. Yet, for some time, and particularly since the 
War, its importance has been dechning. There has arisen the practice 
of shipping wool direct to such ports as Hull and Liverpool, which 
are near to the consuming centres. Again, local wool markets have 
been established in Australia and m New Zealand, and these have 
handled an increasing volume of business since the War. 

INVISIBLE IMPOBTS AND EXPORTS. The relative position of the 
imports and exports of commodities, however, can tell us little or 
nothing about the economic position of a country. We have to give 
consideration to the fact that the inhabitants will have some 
income derived from sources other than those directly connected 
with the sale of merchandise in overseas markets. The nature of 
this mcome and, in consequence, the relationship which exists 
between commodity imports and exports, will vary from one 
country to another, and may be expressed as the resultant of the 
way in which the inhabitants of a region decide to specialize their 
labours, spend their income, and invest their savings. Just as 
individual persons derive their incomes from a variety of sources 
according to their specialized callings, so do those aggregates of 
individuals which we term nations obtain income in mimerous 
different ways. 

The small tradesman, with no resources outside his own business, 
derives an mcome from his dealings in commodities. In this case we 
know that, in the long period, his business purchases and expenses 
together with his housekeeping expenditure, cannot exceed the 
value of his sales. On the other hand, if he runs a motor haulage 
business as a side-line, then it will be evident that the outcome of his 
dealings iu goods in his shop will offer us a very unreliable indication 
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of his financial position. His sales may amount to £ 5,000 a year, and 
his purchases and business expenses come to £4,500, leaving him with 
a "favourable balance" in respect of his trading activities of £500. 
If, however, we find that he has adopted a scale of living which 
costs him £i,ooo a year, we cannot legitimately say that he is living 
beyond his means until we know what revenue is being obtained 
from his haulage business. 

The professional man — ^the lawyer or the doctor, for example — 
sells no material commodity, but only intangible services, yet, in 
exchange for his skill, he may command a substantial volume of 
goods and services from others. Finally, the fortunate possessor 
of large capital investments may sell neither goods nor services 
in order to obtain an income He may rely simply and solely upon 
the revenue from interest and dividends to provide him with the 
means to command the goods and services which he requires. Just 
as individual persons may denve an income from a variety of sources 
—such as by trade in commodities, rendering services, or from 
interest on mvestments, so the income of the nation from external 
sources shows similar diversity in its origin. We have already con- 
sidered the trade in commodities, so that we now must turn our 
attention to the income derived from investments and services. 

For a long term of years now, the inflow of commodities into the 
country has been far greater than the value of the outflow. This 
surplus must obviously be paid for in some way unless we are pre- 
pared to assume that certain philanthropists abroad are making 
us a present of a large volume of goods. In a world which operates 
an international gold standard, the difference could conceivably be 
made good by an exportation of gold bullion, but a balance which 
was persistently adverse could not be corrected by this means. It 
was on this ground that the early wnters on foreign trade showed 
such concern as to the relative position of imports and exports 
A preponderance of imports over exports would lead to an outward 
" dr ain ” of gold and silver bullion to pay for them, whereas a surplus 
of exports over imports would have the converse result. Then 
followed a time when the belief in the virtues of an accumulation of 
bullion began to be questioned, and it began to be realised that 
factors other than commodity movements determine bullion move- 
ments and the state of the trade balance. Yet old superstitions 
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die hard, and it was found convenient to explain the predominance 
of imports by bnnging in what were termed "invisible'' imports and 
exports to redress the balance. Thus — 

The public was led to believe that, though recorded imports and 
exports did not balance, there were unrecorded or "invisible’’ imports 
and exports in addition, which when added into the account, would 
maie it balance To treat various services rendered as unrecorded 
imports and exports, the value of which should be added to that of 
the recorded imports and eiqiorts, and called “invisible’’ imports and 
exports, was defensible. But it was quite absurd to call the registra- 
tion of a person’s name as an owner of colomal or foreign stock, or even 
"scrip" issued to owners of colonial and foreign bonds, an "invisible 
import" counterbalancing the eiqxirt ,of locomotives and rails bought 
witii the loan '■ 

Hence, this concept although it is capable of removing certain 
difficulties, may create others unless apphed with caution. The term 
invisible exports is employed to denote those obligations and services 
for which payments have to be made to a country, that is, they have 
precisely the same effect as the eiqport of commodities. Thus, when 
travelling expenses are incurred in England by a foreigner, the 
economic effect is the same as that pioduced by the export of goods — 
value is brought into the country. Conversely, any obligations or 
services foi which a country has to pay are termed invisible imports, 
since these have the same effect as an import of goods, that is, value 
is exported to a foreign country in exchange. 

It is, of course, quite out of the question to obtain records of these 
"invisible" items in the same way and with the same accuracy as 
commodity movements are recorded. By indirect methods it is 
possible, however, to form an estimate of the values mvolved. One 
of the first attempts to assess the elemmts entermg into the balance 
of pa3mients was made by Sir Robert Giffen in 1877, and, with the 
exception of 1921, the Board of Trade has published estimates 
for every year since igao, as well as for 1913. We shall now examme 
the various elements which form the basis of the figures issued by the 
Board of Trade. 

1 . Becefpts and Paymonts on Goreniinent Account. This consists of 
the excess of receipts over payments in respect of government 
transactions. Receipts and payments in respect of loans between 

^ Professor Edwin Cannan, Balance of Trade Delusions. Sidney Ball 
Lecture, 1931. 
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UNITED KINGDOM BALANCE OF PAYMENTS 
ON INCOME ACCOUNT 


{£ millions) 


Particulars 

1938 

1939 

1930 

1931 

Excess of Imports of Merchandise and 
Bullion . . . . 

3S8 

366 

391 

376 

Invisible Items — 

Estimated Excess of Government 
Receipts from Overseas 

is 



16 

Estimated Net National Shipping 
Income 

130 

130 

los 

80 

Estimated Net Income from Over- 
seas Investments 

370 

250 

230 

16S 

Estimated Net Receipts from Short 
Interest and Commissions . 

65 

6S 

55 

30 

Estimated Net Receipts from Other 
Sources .... 

IS 

IS 

15 

10 

Total of Invisible Items 

495 

484 

414 

301 

Balance^ . 

+ ii7 

+ 118 

-1- 23 

- 75 


^ (+) Favourable, (-) unfavourable. 


The above table shows the Bntish Balance of Payments on Income Account as 
computed by the Board of Trade. The figures are subject to a wide, and somewhat 
uncertain, margin Of error, the most accurate probably bemg that connected with 
commodity movements. From the trend of the figures it will be seen that the "in- 
visible" Items have been the ones most senonsly affected by the depression of trade 
The Hoover Debt Moratorium of July, 1931, was responsible for a decline in Govern- 
ment Receipts, but the heavy burden of loss fell upon the foUowmg three items. 
The most senous decline has occurred m respect of income from overseas invest- 
ments, partlciffarly ttat portion of the revenue derived from trading companies 
The problem of the adverse balance m 1931 resolves itself into a problem of stabilizing 
world economic conditions in such a way ffiat our overseas investments can once 
more yield a profit for the benefit of the shareholders m tins country Any attempts 
to “correot" the balance on commodity account leaves tins question unsolved, and 
indeed renders its solution much more difficult if not impossible. 

Governments, reparations receipts, and receipts on account of 
Indian home charges form the chief elements under this heading. 
Receipts on account of Indian debt and interest on Indian railway 
capital axe not included, but appear with the income from foreign 
investments. Of smaller importance are receipts on account of the 
overseas activities of various public departments such as the 
Admiralty, or the Diplomatic and Consular Service. In computing 
this figure, only receipts which originate overseas and pa5mients 
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made overseas are taken into account. Thus, the value of stores 
sent from home and the cost of sea transport paid from United 
Kmgdom funds are excluded. 

2 . Net National Shipping Ineomo. Great Britain, in her capacity as 
the “world’s earlier,” performs shippmg services for other nations 
on a very extensive scale. In attemptmg to assess the value of 
these earnings, it is to be feared that the official computations 
rest upon a basis of conjecture rathei than upon ascertained fact. 
The figures of commodity imports are taken upon a c.i.f. basis so 
that they include not only the value of the goods in the country of 
origin, but also the costs of bringmg them into a British port. 
Now, quite a large proportion of these goods are brought m British 
ships so that a considerable amount which is counted in the mer- 
chandise imports as being due to foreigners is actually due to British 
shipowners. Again, exports of goods are valued on an f.o.b. basis, 
that is, no allowance is made for insurance and freight to the 
country of destination. Hence, to the extent to which such goods 
are carried in Bntish-owned ships, the amoimt of the claims on the 
countries receiving the exports is under-estimated. In placing a 
value on the services of British shipping, it has been fotmd most 
satisfactory to leave the trade entries as they stand and to make a 
separate calculation of the gross earnings, mcluding earnings on 
trading between foreign ports, passenger income, and the remun- 
eration for other services by shipowners. From these gross earnings 
there must be deducted shipowners’ disbursements m overseas 
ports for wages, fuel, stores, port dues, etc To the net earnings 
thus obtained it is convenient to add the amounts paid by foreign 
ships in United Kmgdom ports for bunkers, stores, port dues, and 
other expenses, the resultant figure being described as the net 
national income from shipping services. 

An examination of the figures given in the table on page 251 wiU 
reveal the serious decline whidi has occurred in respect of this item 
in recent years. The causes of this decline are not fax to seek The 
world-wide dislocation of trade caused by monetary disorders and a 
vidous policy of tariffs has found an immediate reflection in the 
demand for sliipping. It is obvious that when the nations are 
applying all then energies towards checkmg the movement of goods 
over national frontiers, the demand for the service of transport must 
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be seriously curtailed. But the decline in goods transport has been 
but one aspect of the problem, since passengei services have also 
suffered. Writing of conditions in 1931, it was said that — 

The passengers m British ships to and from non-European countries 
were about 25 per cent fewer than m 1930, the smallest proportionate 
dechne bemg shown in respect of first-class passengers, while the num- 
ber of passengers travelhng to and from the Continent showed a decline 
of about 9 per cent. Reductions in fares will have affected the earnings 
of British shipping from passenger traffic to an appreciable extent and 
the figures mdicate a reduction in 1931 of about one-quarter of the 
total receipts from the carriage of non-resident passengers ’■ 

The decline in freight rates has affected all classes of shipping 
The dechne in the demand for shipping services would m itself have 
brought this about, but the fall has been intensified by yet another 
cause. Immediately after the War a large amount of new tonnage 
was constructed to cater for the boom conditions, and this was 
accentuated by Governments givmg financial encouragement, either 
m the fonn of state-owned ships or in the form of subsidies. At 
the present day, as a result, there is in existence a large surplus of 
shipping. Shipowners find freights forced down to a pre-war level, 
whilst operating expenses remain much higher. In view of our 
large interests in shipping, much of the burden of loss falls upon the 
British shipowner. 

3. Net Income from Ovoiseas Investments. Under this headmg is 
included all mcome from overseas investments, whether of a joint- 
stock or private character, and the figures given allow for the de- 
duction of income paid to overseas residents in respect of their 
investments in the United Kingdom. Furthermore, they do not 
include receipts and payments between Governments m respect of 
war debts settlements, which have already been considered As 
was pointed out in the Macmillan Report, the of&cial es<-imates 
of tins large item in our mvisible exports have been subject to 
disconcertingly frequent and large revisions after pubhcation. 
The basis of the figure appears to rest upon the results of the in- 
vestigations of Sir George Paish in respect of British investments 
overseas for the years 1908 and 1911, supplemented by the more 
recent work of Sir Robert Kindersley. The following notes sum- 
marize the most recent investigation. 

^ BoarA of Trade Journal 



254 


ECONOMICS OF BANKING, TRADE, AND FINANCE 


In an article contributed to the Economic Journal for September, 
1931, Sir Robert Kindersley gave the results of an inquiry into 
British foreign investments in 1929. He stated that — 

The investigations undertaken cover British investments in the bonds 
and stocks of foreign and colonial Governments and Corporations, 
interest payments on which are made in London, and in the securities 
dealt in on the London Stock Eirchange of compames, both British and 
foreign, operatmg abroad. The whole field of British foreign mvest- 
ment is therefore covered with the exception of (i) individual private 
investments, (2) companies operatmg abroad whose securities are not 
officially dealt m here, (3) the bonds and stocks of foreign Governments 
not quoted here For example, although it is seldom the practice of 
residents in the United States to subscribe to the sterling portion of a 
loan issued both in London and m New York, British nationals fre- 
quently subscnbe for or purchase large quantities of the dollar portion 
of such an issue. There is also a large and increasmg investment by 
our nationals in United States securities issued and quoted only in 
New York, largely owing to the increasmg activities of the agencies of 
United States banks and bond-selhng houses in London 


The results of the investigation were summed up in the following 
statement — 


TaBLB SHOWING THB DIVISION OF BRITISH CAPITAL INVESTED ABROAD AS 

BETWEEN Loan and Share Capital, and the Income Derived from 
Each Class in 1929 
(Rood’s) 


1. Foreign and Colonial Govern- 
ments and Coipoiations . . — 

2 Compames registered in U.K 

and operating abroad . Sot, 

3. Companies registered and oper- 
ating abroad 436, 


8or,6o5 67.674 385.206 18,309 

sr- 

. 436,002 41.997 402.786 19,724 

• .£1,237.607 ^£109.671 £2,200.417 ^102,694 


From the above statement it 'will be seen that the field of mvestment exammed 
coveted £3,438 millions of Bntlsh cimtal. After making allowance for Oiose items 
omitted from the survey, it is probable that this total should be written up by about 
£300 millions, making the amount of British overseas Investment about £3,738 
nulUons. The figures given above reveal that "m spite of the fact that debentures 
and other forms of loan capital consbtate nearly two-thirds of British capital over- 
sea, yet dividends on share capital averaging 8 86 per cent amounted to more than 
hmf of the total income from these investments m 1929. If in a bad year average 
mvideuds dechne, say, to 3 per cent, then assuming no default in debentures, it is 
mearly possible for our mcome from overseas mvestment to fall to as low a figure as 
£140 millions.’’ 
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As will be seen from the ofBicial figures given m the table on page 
251, we have now had first-hand experience of the decline in our 
overseas investment income which can occur in a bad year. Defaults 
in the payment of interest by foreign Governments have not had 
quite such a serious effect upon our position as is sometimes stated — 
indeed, it is thought that from 80 to 90 per cent of the fixed interest 
pa3mients due to Great Britain from abroad, excluding war debts, 
were paid in 1931. The number of government defaults in the 
world in general was, however, disclosed in a report of the Foreign 
Policy Association which showed that, whereas in 1929, only one 
of aU the government loans listed on the New Vork Stock Exchange 
was m default, by the end of 1931 the number had reached 49. 
The arrears of mterest, excluding any amoiuits due from Russia 
was about $1,100,000,000. It is, of course, difficult to assess the 
amount of this loss which has fallen on the British investor. 

The most senous loss was occasioned, however, by the serious 
reverses suffered by industrial and trading undertakings in which 
we are interested. Thus, dividends from railways were substantially 
reduced, as were also dividends from mines, rubber, oil and tea 
producing companies. The great majority of such concerns made 
no profits, and were even a dram on our resources through having to 
draw on London reserves built up out of previous profits. 

4. Becolpts from Short Interest and Commissions. Income under this 
heading is received in respect of London's banking, insurance, 
and stock exchange services. Important sums are received in this 
country in respect of services rendered to persons resident abroad, 
such as charges on acceptance credits, discount on foreign bills, 
commissions and other charges on new issues paid by overseas 
borrowers, and merchanting commissions on overseas produce 
Deduction has to be made in respect of payments made to foreigners 
for similar services. Once again we find ourselves handicapped when 
we attempt to fix a value to these various services. The Macmillan 
Report urged the collection of much more detailed information 
by the Banlc of England in respect of such items as the magnitude 
of foreign balances and the aggregate of acceptances on foreign 
account, which would offer more rdiable data for the computation 
of this important figure 

A source of revenue of growing importance under this heading is 
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that of insurance. The insurance institutions of Great Britain enjoy 
a reputation which is second to none, because a British policy is the 
highest security known In the Umted States, for example, since 
the San Francisco disaster, when every British msurance office 
paid in full and some Amencan of&ces did not, we have enjoyed a 
large measure of Amencan confidence. It has been said that — 

British insurance institutions enjoy a world reputation which nothing 
has yet been able to diminish. From every quarter of the globe insur- 
ance pours into London m an ever-mcreasing quantity. We export 
insurance to every country under the sun and receive in payment 
countless miUions of francs, marks, florins, kroner, yen, and dollars. 
This export does not depend upon our mtemal prosperity, it depends 
upon a umque reputation which our msurance institutions have earned 
of meeting their obhgations generously, promptly, and always ^ 

Moreover, it is possible for this business to prosper in .spite of 
depressed trade. Its trading profits are not dependent upon the 
fortunes of the factories insured, but upon their freedom from 
fires, the avoidance of accidents to workpeople, and so on. This is 
not to say, of course, the depression of trade has no effects upon 
insurance, but there is not such an immediate connection as is to be 
found in other branches of business. 

S. RcceiptB bom Other Sources. This item represents the balance 
of receipts over outgoings on account of the sale and purchase 
of second-hand ships, emigrants’ remittances, the savings of 
emigrants returning to this country, and tourists' expenditure. 
Except with regard to the sale and purchase of second-hand ships, 
information m respect of the various receipts and payments is 
scanty, and the figure given is purely conventional. In any case, 
the amount is comparatively small. Tourist expenditure, for ex- 
ample, is small in this country as compared with some foreign centres. 
Thus, in France, in normal times, the total benefit to the French 
national income from the spendings of all foreign visitors has been 
officially estimated by the French Government at ;fi20,ooo,ooo a 
year. 

MOVEMEHTS OP €AP1!FAL. We have so far been concerned with 
what is usually termed the Balance of Pasnnents on Income Account, 
which deals with items of a revenue character. In order to com- 
plete our exammation we must, however, give consideration to 
^ Manchester Guardian Commerctal 
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movements of capital, including foreign loans which are maHp or 
repaid, and the sale or purchase of securities and other capital 
assets between foreigners and nationals. Indeed, these movements 
of capital may become so important as to overshadow changes in 
current income, as was the case in Great Britain in the middle of 
1931 when the drain on London's resources forced this country off 
the gold standard. 

A country with a favourable balance of payments on income 
account may elect to receive that balance in the form of commodities, 
including gold. Alternatively, it may invest that surplus abroad in 
the form of loans, or in shares m industrial and commercial under- 
takings, or as short-term obligations Now, m pre-war days, this 
overseas investment usually took the form of long-term lending, 
and when capital sums fell due for repasnnent, they were usually 
re-lent, either in the same or in other countries. Since the War, 
however, there has been a much greater reluctance to sink capital in 
long-term loans, and there has been a large increase m the pro- 
portion of total loans made on short-term account. This develop- 
ment has been due largely to the lack of confidence which created a 
desire among the investors of many countries to keep a large pro- 
portion of their funds in liquid form. In these circumstances, 
such funds could readily be moved from one centre to another 
if their safety were threatened. Moreover, the development of 
Paris and New York as centres of international finance has caused 
changes in the nature of long-term lending. Although both centres 
possess ample funds for investment, they have been under no 
immediate necessity to maintain a steady flow of capital overseas. 
In consequence, many borrowmg countries found that their wants 
were bemg satisfied spasmodically, and frequently on unsatisfactory 
terms. The result has been that a new factor of uncertainty has 
entered into international balances of payments. 

Turning now to the special case of Great Britain, the monetary 
policy since the restoration of the gold standard in 1925 had been 
such as to create a position of instability. According to the view 
of Mr. J. M Keynes — 

By the return to the gold standard in 1925 at an unsuitable parity, 
the Bank had set itself a problem of adjustment so difficult as to have 
been well-nigh impossible On the one hand, it was obviously imprac- 
ticable to enforce by high Bank Rate or by the contraction of credit a 
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deflation sufficiently drastic to bring about a reduction in internal costa 
appropriate to the parity adopted On the other hand, the maintenance 
of a low Bank Rate, which would have rendered London unattractive 
to foreign short-term funds, would, in the actual circumstances of our 
trade briance and of our readiness to lend abroad, have led to a rapid 
loss of gold by the Bank and a much earher collapse of the gold standard. 

. . But the pohcy actually adopted was to preserve a middle course 
— ^with money dear enough to make London an attractive centre for 
foreign short-term funds, but not dear enough to force an adjustment 
of internal costs.^ 

The direct consequence of this policy was that London attracted 
an abnormally large volume of foreign short-term capital, which 
has formed the basis of an international deposit banking business. 
Yet, inasmuch as the New York money market has developed along 
similar hues, there was a ready opportunity for this liquid capital 
to move easily from one centre to another. Hence, an increase in 
interest rates in one centre may cause embarrassment m both on 
account of the capital movements which are set in motion. One 
centre loses capital and may be subjected to serious strain in con- 
sequence ; the other finds itself in receipt of short-term funds which 
it may consider undesirable smce its liabilities to the rest of the 
world are thereby increased. As the MacnuUan Committee pointed 
out, "the ease with which we can for a time meet claims on us by 
attracting precarious short-term deposits, while it is certainly a 
great convenience, may also be a danger unless we avail ourselves 
of it only with the greatest moderation and prudence." The 
Committee discovered that our short-term capital habihties to 
foreigners amounted to about £450,000,000, but subsequent events 
revealed that this figure understated the position. When it is 
stated that the liquid assets which London could mobilize at short 
notice did not amount to one-third of this liability, the extreme 
instabihty of London's position may be realized. 

The demands made upon London for long-term finance had m- 
creased relatively to the annual surplus available. Yet, on account 
of the presence of these short-term funds we were able to continue 
lending abroad on a scale not far short of that prevailing before 
the War, It is to this fact, and not to the "adverse” balance on 
income account that the difficulties of London in September, 1931, 

‘ "Reflections on the Sterling Exchange.” Lloyds Bank Review 
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were due. In the same year it was clearly demonstrated in the case 
of Germany that where confidence is lacking and the country 
owes a large sum payable at short notice, withdrawals of capital 
may take place on an immense scale, even in a case where the 
current balance of trade is positive. In the case of Great Bntam, 
movements of capital took place on such a scale as to obscure the 
un favourable balance on income account, so that between June, 1931, 
and February, 1932, she may have repaid anything from ^£300, 000,000 
to ;f400,ooo,ooo of her capital habilities In the face of such figures 
it IS misleading in the extreme to attempt to draw deductions from 
the balance of payments on income accoimt and ignore capital 
movements. 

MECHAOTSM OP THE BALANCE OP PAYMENTS. Apart from these 
important transactions m capital, we may say that in the last resort, 
goods and services are exchanged against goods and services. The 
various debit and credit items m the balance of pasments on 
current account must balance, but it is the items as a whole which 
must balance, not individual cases. What we have to explain is the 
method whereby this balance is brought about. Let us assume, by 
way of example, that a person m England buys a French motor- 
car. Payment might be made in terms of either English or of 
French money. In the former case, the French motor manufacturer 
will have the right to so many pounds sterling, but this right will be 
of little value to him inasmuch as he has to meet his expenses 
in terms of francs. In other words, he will wish to find someone 
to whom he can transfer his daim in pounds sterling in exchange 
for the equivalent value m francs. In other words, he must find 
someone who wishes to settle a debt in England and is in a position to 
purchase the requisite sterling with francs. If, however, the English 
purchaser of tlie car pays m francs, then he must find someone with a 
claim to francs who is willing to sell that claim for sterling. In 
actual practice, of course, we know that importers and exporters do 
not buy and sell clgiTTiR to foreign currencies direct with one another 
— ^the banking system intervenes to save this trouble — ^but inter- 
national dealing is rendered possible only by the existence of this 
complicated network of claims and counter-claims. It is, of course, 
open to the seller of the French motor-car to invest the proceeds 
of tlie sale in F.ngland at interest. But in this case he will ultimately 
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be confronted by the problem of obtaining payment of interest and, 
subsequently, the repa3mient of his capital. 

By importing goods, Britam gives to foreigners purcliasmg power in 
Britam , by importing more she increases their purchasing power , by 
importing less, she decreases it Because foreigners have more pur- 
chasmg power, it does not follow automatically that they will then 
and there purchase more goods and services , they may exercise their 
power to take gold or they may forgo its exercise and make loans, 
either at call or for a definite period. Because foreigners have less pur- 
chasing power, jt does not follow automatically that they will then and 
there buy fewer goods and services; they may need the goods and ser- 
vices so badly that they wiU. send gold or will borrow, and will find 
Britain able and willing to lend more than she has been lending in the 
past But, in the long run, the connection between purchasing power 
and actual purchases must be expected to reassert itself ^ 

PAyOUHABlE AND UNPAVOUEABLE BAIANOE OF TEADE. If, how- 
ever, in the last resort, goods and services exchange for other goods 
and services, how can we explam that a completely equated balance 
of trade with all nations is the exception? In the first place, of 
course, we shah do weh to remember that the ''balance,'' whatever 
it may be, is a running balance. Although the Board of Trade 
figures axe made up on 31st December, the traders of Great Britain 
do not strike a balance in their books on that date, and receive the 
surplus or pay the deficit, aa the case may be. In order to under- 
stand what IS happemng, lei us once again place ourselves in the 
position of a private individual, for the balance of trade and pay- 
ments of a whole nation are nothing but the sum total of the various 
balances of trade and payments of its subjects. 

The private individual usually lives by the sale of goods and 
services, and the receipt of other goods and services. Thus his 
Receipts coincide with the sales, and his expenditure with his 
purchases However, there are numerous cases in which the private 
individual, by the sale of goods and services, receives either more 
or less than he spends on the purchase of other goods and services. 
This may be the case for short periods owing to the fact that he 
makes or receives giftg and penalties. Of greater importance than 
these individual cases of a transitory nature, is the case where 
expenditure and income differ one from another because one 


1 Tariffs ; The Case Examined, edited by Sir William Beveridge 
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individual enters into credit relations with another. Here, four 
cases are possible — 

1. Where a man does not spend all he receives but saves a portion 
of his income. 

2. Where a man continues to save, but presently there comes a 
time when the interest accruing from his savings is greater than 
the amount of the new savings; he can now spend more than he 
receives from the sale of goods and services. 

3. On the contrary, a person can spend more than he receives by 
borrowing money; that is, he utilizes the savings of those who 
receive more than they spend. 

4. This borrowing is continued for some time until at last the 
tiTTip. arrives when the sum total of interest and repayments becomes 
greater than the newly-borrowed money. When ibis point is 
reached, the private individual will be compelled to spend less than 
he receives. 

Thus we have two pairs of cases of a favourable and an un- 
favourable balance of trade and services. What applies to the private 
individual also applies to the nation as a whole. Here, likewise, we 
may have occasional instances of a favomrable or unfavourable 
trade balance which arises from the fact that a country gives or 
receives value without counter-savices. It may be a matter of gifts 
or the transfer of property. There is also the singular case which 
could be observed in Germany during the period of inflation. So 
long as people considered that the mark would at some time or 
other regain its value, marks were retained by many for speculative 
purposes in the hope that their value would appreciate. Among 
these speculators for a rise in the value of marks were large numbers 
of foreigners who eagerly bought German paper marks in the hope 
of a rise. W hils t this demand lasted, Germany was able to import 
goods in return for 'the exported notes, but was relieved of the 
necessity of rendering any counter-service owing to the utter 
depreciation of the mark. The consequence was that Germany could 
import more than she had to export. If we now turn from this 
interesting but only temporarily important case of an adverse 
balance of trade, we find that the normal cause of a favourable or 
unfavourable balance of trade in the case of a nation hes in the 
nature of its credit entangleqient with the rest of the world. Here, 
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as in the case of the private mdividual, there are four forms assumed 
by the balance of trade — 

I. The case of a country which does not employ a portion of its 
proceeds from exportation, but allows it to remain as an investment 
of capital abroad and thus becomes a "creditor" nation. This is a 
"favourable" balance of trade. 

2 Tlie case of a nation which, by steadily increasing its capital 
mvestments abroad, finally reaches the point at which the sum total 
of the mterest, dividends, and repayments exceeds the amount of the 
new loans. This is an "adverse” balance, 

3. The case of a nation which gets into debt with foreign countries 
and which imports goods to the extent of this debt without rendering 
any present counter-service. This is the case of a country which is 
in the course of becommg a debtor country. Such a balance is 
said to be adverse. 

4. The case of a nation which may possibly become increasingly 
indebted to foreign countnes and Ultimately reaches the point at 
which the sum total of the interest, dividends, and repayments due 
becomes greater than the newly contracted loans, so that the 
portion of the exports which corresponds to this newly-contracted 
debt can no longer be spent on imports, but implies the one-sided 
transfer of values to creditor countries. This is a "favourable" 
balance of trade. 

We may reduce these various types of trade balance to a simple 
form in accordance with the foregoing explanation and say : the tj^e 
of trade balance is the refiection of the type of capital balance. 
Hence it will be seen that the conclusions which we can draw from 
the position of a country’s balance of trade are veiy different from 
those which are commonly read into it. We can no longer entertam 
the idea that a "favourable” balance, in the sense of a surplus of 
exports over imports, is in itself a satisfactory omen, and that an 
"adverse” balance is something to be deplored. An unfavourable 
balance of trade may be a sign that a country has attained to the 
position of a creditor, or it may be indicative of the fact that it is 
indebted to foreign countries. On the other hand, a favourable 
balance of trade may mdicate a country which is in the course of 
becoming a creditor, as well as a pure debtor cormtry. The form of 
the balance of trade is, in all cases, the consequence and never the 
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cause of the form of the capital balance. This relationship was 
brought out by Dr. Gregory when, in speakmg of the position of our 
balance of trade in 1931, he said — 

If there is a world depression, and not the same necessity for export 
of capital as before, is it not reasonable that there be an increased 

surplus of commodity imports? A larger proportion of national mcnTne 
than before is being drawn back; because so much is not being saved 
and reinvested abroad. Given a high standard of hving such as that 
of this country, I am not at all surprised that we have a larger surplus 
in commodity account than we had ? 

There has arisen in recent months, a considerable controversy 
over the question of the balance of trade and of payments, and part 
of the justification for our sjretem of tariffs has been placed on tlie 
supposed necessity for correcting an adverse balance of commodity 
account. Now, there is no doubt whatsoever that the balance of trade 
can be modified by political action, but the consequences of such 
interference are Hlcely to be very different from those anticipated by 
many people. A large proportion of our imports are obtained in 
exchange for services, or form the tangible expression of the interest 
pa3mients which are due to us from our overseas investments. 
Now, an examination of thefigures on page 251 shows clearly that the 
greatest drop in the national income dunng 1931 was suffered 
through the decline in revenue from investments due to trade 
depression. If, therefore, we intend to impose added difficulties 
upon our debtors in their attempts to make these payments to us, 
the revenue from such sources is likely to shrink still further. This 
will certainly result in the diminution of imports which is so 
earnestly desired, but it will also entail a corresponding fall in our 
standard of living as well. 

TEST PAPER 10 

1. Is it true that England is being impoverished by her foreign trade, 
because the imports largely exceed the exports m value ? Account 
for the excess in value of the imports. 

2. What IS the meaning of the statement that "imports pay lor 
exports"? Reconcile this statement with the excess of imports 
over exports which the trade statistics of some countries reveal 

3. Explain what is meant by the "export of capital " and show how it 
IS related to the other items m a country’s balance of pa3nnents 

4. Discuss the changes in a country’s balance of pa3rments which may 
be expected to accompany the depreciation of its currency. 

5 Draw the diagram on page 244 and explain its meanmg 
^ Reported m the Journal of the Royal Staiishcal Society. 
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CHAPTER XI 
Tariff Policy 

We have shown in the course of the preceding chapters that the 
benefits which we expect to derive from the development of inter- 
national trade are based upon the extension of the pnnciple of the 
territorial division of labour, irrespective of national boundaries. 
Such a development postulates that the mhabitants of a given 
area are willing to concentrate their attention upon those economic 
activities which are most smted to the natural conditions of the 
country, and that all are willing to exchange the commodities which 
they produce for those which they need, Assummg that these 
conditions were fulfilled, it does not, of course, follow that every 
branch of economic production would become located in the most 
suitable area, but that each region would concentrate its activities 
on those branches of production in which it enjoyed the greatest 
relative advantage. But economic motives alone do not sway the 
minds of Governments and peoples, and the issue is complicated 
by mnumerable considerations of a non-economic nature In the 
first place, the number of people who can “thmk internationally’’ 
is limited, and it is, after all, only natural that every person should 
possess a bias in favour of his own country. This bias too fre- 
quently, however, amounts to bhnd intolerance, and takes the form 
of a refusal to admit that any foreign country can excel the home 
country in any branch of activity. Hence we find all the forces of 
national prejudice arrayed against the full development of inter- 
national freedom of exchange. 

In many cases, however, the movement goes farther than this. 
One nation is always inclined to regard with suspicion the acts and 
motives of another, so that Governments are often afraid to allow 
the full development of territorial division of labour to take place 
because it will make them dependent on an outside producing area 
for certam essential supplies. This is particularly true m respect of 
the production of foodstuffs. A further difficulty arises in the course 
of determining the most suitable economic activities. Industries 
264 
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are foiinded but, if these are of an imsuitable nature, then the force 
of outside competition should, in theory, cause a movement of 
capital and labour away from these occupations to a more profitable 
emplo3rment. In practice, however, neither labour nor capital 
display such mobility, and if an mdustry is depressed through foreign 
competition, labour remains stagnant in unemployment, waitmg 
for "better times.” Capital, which is invested in highly specialized 
plant and maclimery cannot readily be realized without heavy 
loss to seek alternative employment. Moreover, the longer that 
an industry has been established, the greater is the reluctance on the 
part of those engaged m it to admit that its former advantages 
have passed away. In consequence, drastic industrial reorganiza- 
tion may be regarded as too heavy a price to pay for a cheaper 
supply of goods from external sources, and the Government may 
find itself called upon to take action to penalize the outside com- 
petitor 

In the sphere of international trade, therefore, as in other branches 
of economic life. Governments have sought to control the free play 
of economic forces. They have done so upon a variety of pretexts 
and have employed for their purpose a formidable array of weapons. 
In the course of the following pages we shall examine the nature 
of these restnctions which have been imposed upon mtemational 
trade by Governments, and attempt some analysis of the motives 
which have mspired them. 

F0BEI6K TBADE RESTEICTIOlfS. In pre-war days there were many 
signs to show that the spirit of government intervention in industry 
and trade was growing For a generation after the abolition of 
the Com Laws in Great Britain freedom of trade made progress in 
Europe, not only through reductions of import duties, but also by 
relaxations of other forms of restriction. Thus there was an exten- 
sion of the facilities allowed for the transit trade, and for the storage 
of imports destined for re-export. This result was accomplished 
partly by treaty agreements which widened the areas to which 
customs systems applied, and partly by mdependent national 
legislation In the 'sixties and 'seventies came a reaction. The 
United States led the way after the Civil War and became prosperous 
with extraor dinar y rapidity behind a high tariff wall. France and 
Germany speedily followed, for it was argued that although Free 
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Trade was of benefit to Britain it was not so certain that it was 
to the benefit of everyone else. "Economic Nationalism, routed 
by Adam Smith in his classical attack on the Mercantilists, began 
once more to raise its head. It was to be no part of German or 
American policy to maximize the world’s wealth, if the benefits 
were to be concentrated in the hands of Great Britain.’’^ In this 
country, the trade depression of the ’eighties gave rise to a "fair 
trade’’ agitation, leadmg to the taiiS reform movement which, 
however, failed to secure general acceptance. 

Since the War the spirit of interventionism has grown with 
alarming rapidity. A large number of restrictions were put into 
force during the War and, after the cessation of hostilities, they were 
either maintained m force or renewed Thus, in many countries 
there existed an elaborate sjfstem of import and export prohibitions 
which totally checked the trade in those commodities with which 
they dealt Such measures were adopted with an idea of reserving 
the raw materials produced in a country for national industries, 
so as to enable those mdustries to recover more quickly and to meet 
foreign competition. Another motive was that of stopping tem- 
porarily but completely, all imports, with a view to safeguardmg 
industries that were created during the War. In certain cases, again, 
the prohibition of imports was adopted in a desperate attempt to 
save a rapidly-depreciating paper currency, as in the case of Austria 
and Germany. As was pointed out m the final report of the World 
Economic Conference, import and expmj, prohibitions, and the 
arbitrary practices and disguised discrimmations which result from 
them, have had deplorable results by hampering the normal play 
of competition, by unpenUmg both the essential supplies of some 
nations and the not less indispensable markets of others, and by 
bringing about an artificial organization of production and dis- 
tribution. Prohibition of certain classes of imports may be in- 
stituted ostensibly for other motives than for checking foreign 
competition. Thus, the importation of some types of agricultural 
produce may be prohibited on account of disease Now, no one can 
deny that a state has both the right and the duty to protect its 
agriculture against animal and plant diseases, but the impression 
prevails in certain quarters that some states have taken too many 
>■ G D, H Cole, Brtttsh Trade and Industry 
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measures of this kind with the primary object of reducing foreign 
competition 

A second, and less oppressive method of government restriction 
is the system of import or export licences, which are adopted for 
reasons very similar to those mentioned in connection with pro- 
hibitions. Thus, in the penod of the depreciation of the German 
mark, purchases from foreign countries were brought within a 
system of licences issued in advance by an official body set up for the 
purpose. In 1931 and 1932, the majority of European countries 
adopted similar measures for limiting the volume of certain classes 
of imports by quota systems In France, for example, this system 
was applied to a wide range of imports including timber, coal, and a 
wide range of foodstuffs. Czechoslovakia adopted an arrangement 
for the importation of com and flour under which these commodities 
could be obtained only on condition that the importer purchased a 
corresponding quantity of home produce. In Turkey, quotas were 
adopted in conjunction with a "compensation” system whereby 
each country trading with Turkey was expected to buy Turkish 
goods to a value approximately equal to its imports mto Turkey. 
Again, in the case of Austria, the importation of coal was reduced 
by the introduction of compulsory measures to ensure the use of 
Austnan coal. A committee was elected to decide m which cases 
Austrian coal was to be used partially or exclusively. In particular, 
coal merchants were obhged to sell a certain percentage of Austrian 
coal along with the foreign coal These, and many other measures 
of a siTnilar nature were adopted all over Europe so that by the early 
months of 1932 international trade was practically "frozen up." 

In Great Britain a very similar system has received the sanction 
of Pa rliam ent with regard to wheat. The object of the Wheat Quota 
Act is to provide wheat growers in the United Kingdom with a 
secure market and an enhanced price for home-grown wheat of 
mfllable quality, without a subsidy from the Exchequer, and without 
encouraging the extension of wheat cultivation to land unsuitable 
for the crop. The millers are required to absorb hom the wheat 
growers in each cereal year a quantity of home-grown miUable 
wheat which may reach but must not exceed 6,000,000 quarters of 
504 lb. The Minis ter of Agricultuie will prescribe each year the 
quantity of such wheat which he an+icipates should be sold by 
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growers Millers will continue to buy, as before, in a free market, 
but in order that the growers may receive an enhanced price, 
"deficiency payments” are provided for. That is to say, the 
growers receive, m addition to the pnce which their wheat has 
fetched m the open market, the difference between the average 
market price of all home-grown millable wheat sold during the year 
and a standard price of 45s a quarter. For example, consider the 
case of two farmers, one of whom has sold his wheat for 30s a quarter 
and the other for 36s. a quarter. The average price of all home- 
grown wheat sold was, say, 28s. a quarter, that is to say, 17s less 
than the standard price of 45s. The first farmer wiU ultimately 
receive a total of 47s., and the second a total of only 43s., the m- 
tention bemg to encourage the growmg of good and to discourage 
the growing of poor wheat. 

The money for this subsidy to the farmers is found by the flour 
millers and flour importers who are compelled to pay a Wheat 
Commission a certain sum for eveiy sack of wheat delivered to 
customers. The amount per sack depends on the price of wheat 
and the number of sacks of flour delivered. Probably the best that 
can be said of this measure and its cumbersome administrative 
machinery is that it may not raise the price of bread to the same 
extent as would an ordinary tariff. 

A tariff (in effect) takes money out of the pockets of the consumer 
and hands over some of the proceeds to the home producer. The rest 
goes into the Exchequer as revenue. But the Exchequer gets no revenue 
out of the quota. Everythmg that is taken from the consumer goes to 
the farmer. Thus the quota makes it possible to confer a given amount 
of benefit on the farmer at a smaller sacrifice from the consumer than 
would be entailed by a tanff.i 

Yet, it is argued by the milling interests that the quota system 
is so cumbersome that it would be bettei to put a straightforward 
duty on wheat. The delicate machinery of the wheat trade would 
not then have been interfered with, and the millers would have had 
accurate mformation regarding costs. At present, the quota pay- 
ment in respect of flour deliveries must be uncertain and subject to 
changes. 

CUSTOMS TABIFFS. Of all the weapons employed by Governments 
to regulate the flow of mtemational trade, the tanff is the most 
^ Tariffs ; The Case Examined, edited by Sir William Beveridge. 
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common as well as the most important. In speaking of a tariff 
we refer to a system for the imposition of taxes on commodities 
as they pass over national boundaries. The precise nature of the 
tax varies; sometmies it is levied in proportion to quantity or 
weight , sometimes it is based on value; occ asio nally the duties may 
be of the "inverted” t3q)e, rising when prices fall and vice versa. 
Over and above such complications as these, it is usually considered 
necessary to grant some exemption to goods which are destined 
for re-export. This may take the form of an exemption from the 
payment of duty, as under Section 13 of the Import Duties Act, 
193a— 

Where it is shown to the satisfaction of the Commissioners that any 
goods are being imported solely with a view to the re-exportation 
thereof — 

{a) after undergoing a process in the United Kingdom which will 
not change the form or character of the goods , or 
(6) after transit through the Umted Kingdom, or by way of tran- 
shipment, 

the Commissioners may, subject to such conditions as they thinV fit to 
impose for securmg the re-exportation of the goods, allow the goods to 
be imported free of any duty chargeable under this Act. 

In cases where goods have to be worked up or subjected to some 
manufacturing process before re-exportation, then the duty paid on 
admission may be partly or wholly refunded when the goods are 
shipped, in order to encourage the export trade. This remission 
of duty IS known as a drawback, and often assumes very com- 
plicated forms with the object of granting protection to the home 
manufacturer and yet allowing raw material to be purchased at 
competitive prices for the export trade. As an example of the neces- 
sity for such arrangements under a system of protection we may 
consider the case of the Bntish metal-finishing trades, which from 
the standpoint of the employment which they give, are of greater 
importance than crude iron and steel production. Sheet bars, 
produced abroad, are imported into this countiy and re-rolled into 
sheets, galvanized, and exported in the form of galvanized cor- 
rugated sheets to all the markets of the world. With the imposition 
of a duty without a drawback upon foreign sheet bars which are 
rolled and worked up in Great Britain, then, sooner or later, the rise 
in price must cause a diverrion of the work to foreign countries 
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where the raw material can be obtained more cheaply. An increase 
in the price of raw matenal may mean all the difference between 
obtaining an order for British rolled material or losing the business. 
Similar arguments may be put forward regarding the finishing trades 
in the wire industry. In many cases imported billets are rolled 
down into rods, drawn into wire, this wire being then manufactured 
into wire netting, woven wire, and similar articles. Here, agam, the 
question of price in overseas markets is one of great importance, 
and a high price for the new material may involve the loss of orders 
for works situated in Great Britain, particularly in the case of those 
works which, situated near a port, are not near large steel-making 
centres. In such circumstances a S5^tem of drawbacks, however 
clumsy and difficult to administer it may be, is indispensable if the 
export trade is not to suffer. 

In considering the tarifif policies of different countries we find a 
very wide range of diversity. Some countries foUow a policy of high 
tariff protection, excluding by heavy duties all those goods which 
they can possibly produce at home. Directly opposed to such a 
policy is that of free trade which, although it has never resulted in an 
absolute abolition of aU restrictions, allows the unrestricted import 
of practically all goods which can be bought more cheaply in foreign 
markets Between these two extremes we find tariffs of varying 
magnitude according to the convictions of Governments and the 
pressure which mterested parties can bnng to bear upon them. 

Amongst the varied disturbances from which international trade 
has suffered during the past ten years, probably the most senous have 
been caused by the incidence of tariff barriers, which have delayed 
recovery from the effects of the War and have seriously hampered 
the foreign commerce of all nations. So far as Europe is concerned, 
the problem has been further comphcated by political readjustments 
which have changed frontiers and increased the number of inde- 
pendent customs units, all of which stnve for an independent 
national economy Which they defend by means of tariff barners. 
The World Economic Conference held at Geneva in 1927 condemned 
them in unambiguous terms, recommending that " the nations should 
talce steps forthwith to remove or diminish these tariff barriers that 
gravely hamper trade, starting with those which have been im- 
posed to counteract the effects of disturbances arismg out of the 
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War." The first test of the wilhngness of the Governments to comply 
with this recommendation came when delegates assembled in 
November, 1927, to discuss the Draft Convention “for the abolition 
of import and export prohibitions and restrictions.” This conven- 
tion allowed a large number of such restrictions to continue, some 
of which allowed considerable latitude to the signatories. Thus any 
State was allowed "to take on importation or exportation all 
necessary measures to meet extraordmary and abnormal circum- 
stances, and to protect the vital economic and financial mterests of 
the State.” After three weeks’ debate, eighteen states signed the 
convention out of the thirty-four which were represented — a 
circumstance which could not be construed into a very enthusiastic 
acceptance of the principles enunciated by the Conference. 

Yet, if m 1927 the growth of protection seemed formidable, the 
rivalry in the creation of customs tariffs has since increased. Even 
prior to the restnctionist mama of 1931 and 1932, many coimtries 
had made big increases in them tariff structure. A notable example 
was the adoption of the Hawiey-Smoot tariff in the United States 
in June, 1930, which has had repercussions aU over the world. . The 
complaints of European producers have led to retaliatory meatoures 
being taken, such as revisions of the import duties on motor-cars. 
In view of the trend of events since the Conference, a csmic might 
well have said that all that most of the delegates and experts meant 
was that they would each be very glad to see the tariffs of all other 
countries abolished, but had no intention of touching their own. 

COMPLEXITIES OP TARIFFS. The World Economic Conference 
went much farther in its exammation of the tariff situation than 
merely condemning the excessive increase in import duties It 
considered in addition, the techmcal aspects of tariff making, 
and drew attention to a number of serious defects such as the ab- 
sence of a common nomenclature, the complexity and instability 
of tariffs, the vexatious measures and formalities encountered in the 
application of tariffs, and finally export duties. Further, the 
conference urged the necessity for the completion of long-peariod 
commercial treaties between countries, guaranteeing fair and equal 
treatment as regards customs duties and the conditions of tradmg. 

In the first place, dealing with the complexities of modem tariff 
systems, there can be no doubt that the enormous mcrease in the 
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number of tariff headings, which is a characteristic of post-war 
tariff building, has constituted a very considerable obstacle to the 
development of international trade. In other words, business has 
been hampered by the fact that the tariffs of the world have con- 
cealed discriminations under the gmse of uninteUigibility and 
complexity. Such obscurity is largely due to the varied terms in 
which articles subject to duty appear in different tariffs. 
If traders are liable to make mistakes as to the amount of duty 
payable on certain classes of goods that are not clearly defined 
in the tariff, the volume of tmdmg is certain to suffer. It is of the 
greatest importance that the nomenclature adopted by the customs 
authorities of all countries should correspond as closely as possible 
with the actual types of goods manufactured and their current 
trade names, supplemented, if necessary, by their scientific designa- 
tion. Furthermore, every customs classification should be as 
objective as possible, lest it should become a means of discrim- 
inating to the prejudice of any country. 

One of the greatest obstacles in the way of establishing permanent 
and secure trade relations between countries is the instability of 
tariffs. It is essential that industrialists, when organizing their 
production with a view to placing goods on a foreign market, 
should not be subject to the risk of findmg duties suddenly raised 
to such an extent as to prevent the entry of their goods. It is only 
natural that traders should hesitate to mcur the costly expenditure 
entailed by business organization for foreign trade, if they are 
not certain of access to foreign markets for the length of time 
required for the recovery of their capital outlay. Such expenditure 
may include the purchase of industrial plant and special equipment, 
as well as the expenses involved in the establishment of an elaborate 
sales organization overseas, the costs of advertising campaigns 
and other propaganda. Further, aU these developments must 
be preceded by the preparation of schemes representing a consider- 
able expenditure of time and money. In the absence of tariff 
stability, few people will be found ready to face these risks A clear 
example of the results of such instability is to be seen in the case 
of the United States. In that country, the flexible provisions 
of the Tariff Act empower the President, on a report of the Tariff 
Commission, to increase or decrease rates of dutv and to change the 
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classification of articles so as to equalize the cost of production in the 
United States and the prinapal competing countries. In con- 
sequence, many British firms have given up any attempt to deal 
in that market. They argue that even if they are able to cut down 
their costs of production to a pomt where their goods can just bear 
the tariff, they must face the possibihty of a further duty designed to 
take away from them the very advantages which their enterprise 
and skill have given them over the domestic manufacturer. 

Another source of tariff instability arises where taxes have been 
imposed as a protection against "exchange dumping” from countries 
with a depreciating currency. It has been shown, however, that 
even the most rapid manipulation of tariffs is not an effective 
method for dealing with the stiU more rapid changes which are 
caused by monetary mstabihty. Exchange fluctuations are, in 
themselves, sufficiently injurious to international trade, and rapid 
tariff changes serve only to make matters much worse. Tlius, 
in 1931, when a large number of currencies left the gold standard, 
the French Government imposed a 15 per cent surtax on goods 
imported from countries with depreciated currencies. This measure 
operated most harshly against Great Bntam and caused a consider- 
able amount of friction between the two countries. 

In pre-war days, in order to overcome the disadvantages of tariff 
instability, it was the aim of Governments to enter into long-dated 
commercial treaties, limiting the scale of duties for certain articles. 
Stabihty of tariff arrangements was, m fact, preferred in many cases 
to a reduction of duties. In many casra, the element of stability was 
secured by a tanff guarantee known as the " consolidation ” of duties, 
which involved an undertaking that the existing rates of duty 
would remain unaltered so long as the treaty remained in force 
Since the War, however, the uncertamty which overshadows the 
whole economic future of many countries has caused the negotiators 
of commercial treaties to hesitate to bind themselves for any long 
period. Yet, it has been stated that — 

The real value of Conventions as a safeguard to international com- 
merce depends not so much on the length of the initial period within 
which they cannot be abrogated as on the exphcit and uniform cha- 
racter of the terms m which they lay down the mutual obligations of 
the parties. In this respect, ‘‘multilateral’’ Conventions have the great 
advantage over the more usual ‘‘bilateral” Commercial Treaties that 
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the stipulations applicable to all the parties are expressed in identical 
terms, and tend therefore to establish a common economic doctrine or 
standard, the influence of which may extend fax beyond the circle of 
states by which the Convention is ratified. On the other hand, the 
bilateral treaty has the advantage that its provisions can be closely 
adapted to the needs of the two contractmg states without the neces- 
sity of bemg "watered down" m order to take account of the varying 
conditions and points of view of a large number of other countries ^ 

Yet another factor making for instability m tariff arrangements is 
the omission of the most-favoured-nation clause from post-war com- 
mercial treaties, or imposing so many exceptions that the clause 
becomes meanmgless This clause furnished the parties to any treaty 
contammg it with a valuable guarantee that they would be placed on 
an equal footing with foreign competitors as regards the level of 
duties levied by the contractmg parties at their frontiers. The 
msertion of this clause prevented a treaty from being concluded 
for a term of years and then more favourable treatment being 
subsequently granted to a third party. It has become recognized 
in recent years, however, that the most-favoured-nation clause has 
become unjust in its application, and has tended to prevent the 
lowering of trade barriers. If a country B concludes a tariff agree- 
ment with A whereby the latter is induced to lower tariff barriers, 
then country C reaps precisely the same benefit without making any 
Sacnfice, if she has previously entered into a most-favoured-nation 
treaty with A To many of the customers of country A who impose 
low duties or no duties at aD upon her trade, it is a serious dis- 
couragement when their goods are treated no better than similar 
goods from countries employing high tariffs It is therefore being 
urged that the time is now appropriate for a re-uiterpretation 
of the most-favoured-nations clause in order to prevent this anomaly, 
and allow bilateral treaties to be made without the general ex- 
tension of all their provisions. 

TAMPPS AND SEIP-SUPPICIEN0Y. One of the principal reasons 
for the growth of tariffs, particularly since the War, both m Europe 
and elsewhere is the development of the spirit of economic nation- 
alism whereby the various National Governments pay homage 
to the allurmg ideal of self-sufficiency. By the aid of a tanff it is 
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hoped to strengthen home mdnstnes in the face of foreign competi- 
tion, and to attain a degree of economic independence. 

The aim of every country has been, and still is, to make itself, so far 
as possible, a self-sustainmg economic nmt There is everywhere a 
desire to ensure that, without a fundamental dependence on outsiders, 
the members of individual nations shall be able to live. And so it is 
that there is a constant striving to balance agriculture with handicrafts, 
to effect a mutual exchange withm the nation >■ 

This idea of self-sufficiency can be seen at work amongst the new 
political groups formed under the treaties of peace, the aim of each 
being to form an economic nmt as powerful and as diversified as 
pos.sible and, above all, capable of meetmg the principal needs 
of the population These new states, proud of their newly acquired 
pohtical independence, have attempted by means of protection to 
gain economic independence. The case of the Danubian countries 
is typical. The former Austro-Hunganan monarchy, although poor 
and with a small volume of foreign trade, had achieved a certain 
balance between its industrial and agricultural activities. Under the 
Peace Treaty it was divided without any regard to economic con- 
siderations, thereby destroying such balance as formerly existed. 
Moreover, m the years which have followed, a policy of iU-considered 
nationalism has led to aduplicationof bothindustrial and agncultural 
activities, so that the economic structure of territories which 
formerly formed parts of one territorial unit, have gradually drifted 
apart. In addition, on account of the protectionist policy which 
has been pursued, the trade between these areas has been reduced 
to less than half its pre-war level. The pursuit of such pohcies 
results almost invariably in a waste of capital and of effort smce it 
brings about a redundancy of industrial plant. As the American 
economist Hadley very rightly remarked many years ago, the 
protection S37stem has doubled the means of production and cur- 
tailed opportunities of trade. This injurious maladjustment usually 
becomes apparent oidy too late. 

A system of protection is sometimes advocated on the ground 
that tariffs, judiciously selected, mcrease the diversity of economic 
activities within a country. It has been argued that such a diversity 
is highly desirable because those countries m which a balance 
1 A Ramsay, The Economtes of Safeguarding. 
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exists between different indnstnes, such as agriculture and manu- 
facture, are able to resist better the effects of a general economic 
depression. Such a general thesis is dif&cult to maintain. If we 
can postulate the existence of a completely self-suf&cing economic 
unit, entirely independent of outside areas, then we might be 
justified m assuming that external trade fluctuations would have no 
effect upon its mtemal economy. Thus, there would be no com- 
plications arismg out of international competition, and since such a 
country would be independent of foreign trade, its industries would 
not be dependent upon the vagaries of overseas markets or be 
affected by the rise of new competitors Yet such an area would not 
be immune against mtemal disorders which would cause disasters 
as great as those origmating from outside sources. Mere diversifi- 
cation of industry could not, of itself, solve the problem, and when, in 
addition, we are confronted with the fact that no area is truly 
self-suf&cient, then the above position becomes untenable. Even 
in the case of the United States — ^the country which most nearly 
approaches the self-sufficing pohtical unit — ^we find that wide 
diversification of industrial activity and high tariff barriers failed 
to give security in 1929-32. 

TABIFPS AMD NATIONAL SECURITy. Although, generally speakmg, 
tariffs caimot advantageously be used to compel the mdustry of a 
country to flow into channels for which it possesses no natural 
advantages, merely for the purpose of securing diversification of 
industries, yet a case may be established for the use of this method 
in the case of speaal industries or processes which, for reasons of 
national safety, it is considered essential to carry on within the 
country When the principle of territorial division of labour is 
allowed to work out its full consequences, unfettered by State control, 
certain mdustries may tend to become concentrated in a limited 
number of areas So long as these commodities can be obtained 
freely by mtemational exchange no difficulty arises, but in the 
event of an outbreak of war, the dependent countries may find 
themselves in a precarious position on account of the cessation of 
supplies. Apart from the possibility of war, there is always a danger 
that the foreign Government will attempt to exploit its position by 
imposing onerous terms upon consumers. Hence there arises a 
general desire to foster the growth of such industries by artificial 
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means if they show no signs of healthy development without 
assistance. The difficulty immediately arises, of course, when the 
Government is called upon to decide what industries are essential 
for national security. Once the general principle has been admitted, 
it may lend itself to a very liberal interpretation. 

As an example of the emplo3mient of tariffs in the interests of 
national security, let us consider the “key industnes" legislation 
passed in Great Britain, On the outbreak of war in 1914, there arose 
an urgent need for a rapid expansion of the output of aU materials 
required for the prosecution of hostihties. Articles such as dyestuffs, 
drugs and other chemicals, manures, scientific glassware and 
instruments, to mention merely a few, were found to be essen- 
tial m large quantities for war purposes. The sudden cessation of 
imports from enemy countries caused considerable embarrassment 
to the authorities m this country, and a serious delay was ex- 
perienced, at a time of urgent need, before the deficiency could be 
made good from domestic sources of supply. In consequence, 
it was brought home to those responsible for the organization of 
supplies in Great Britam the extent to which we were dependent 
upon imports of certain indispensable commodities. Later on, the 
term " key industry ” was extended to cover not only those products 
which weie essential for purposes of national defence, but also 
those which were necessary in large andjmpesrt^t British industries, 
forming an essential part of our commercial life. 

As an example, let us consider the case of the chemical industry. 
For a long period of years prior to 1914, the British chemical 
industry had primarily devoted itself to the manufacture of heavy 
chemicals, and in this branch of manufacture the United TC ingdn ni 
was probably in advance of most otiier countries. With regard to 
fine chemicals, however, a very limited number were manufactured 
in this country and mostly in small quantities, whilst those which 
were made were not held in such high repute as those of foreign 
makers. Dyestuffs form one of the most important classes of these 
fine chemicals, and in this branch of production this country was 
very far behind the foremost continental manufacturers. Our 
total consumption of dyes in 1913 was estimated at some 45,000,000 
lb., and of this Germany supplied about 38,000,000 lb., the remainder 
being made up partly by Swiss imports and partly by home 
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production. It would be safe to say that before the War we were 
dependent on imports to the extent of over 80 per cent of our 
dyestuffs needs, and, with the restriction of foreign supplies, our 
own msufficiency was brought home very clearly. It was, therefore, 
argued that the establishment of a large dye-making industry in this 
country was desirable in order to safeguard the textile industries 
against the ill consequences of dependence on foreign sources. It 
was further urged that our backwardness in the mdustnal appli- 
cation of organic chemistry had caused a shortage of framed indus- 
trial chemists whose services could be utilized in the production of 
aU the chemical requirements of war. 

During the War considerable developments took place in the dye 
industry, and after the War, in order to protect it from the com- 
petition of the German manufacturers, the Dyestuffs (Import 
Regulation) Act,ig20 was put into operation. This Act prohibited for 
a penod of ten years the imports of all types of dyestuffs and inter- 
mediates except under licence from the Board of Trade. Under the 
stimulus of this vigorous protection the dyestuffs industry ex- 
panded rapidly. Yet, upon the eiqiiration of the Act it revealed the 
usual defect of tariff legislation in that the dyestuffs manufactures 
were successful m securing its renewal in the face of strong opposition 
from consumers. In addition to the dyestuffs industry, protection 
was afforded to a number of other "key industries" under the 
Safeguarding of Industnes Act, 1921. 

INFANT INDUSTBIES. Closely allied with the foregoing is the argu- 
ment which asserts that new industries stand in need of a tariff to 
protect them from foreign competition. This excuse has been 
advanced probably more than any other to justify the beginnmgs of 
a system of protection. It received the qualified approval of John 
Stuart Min who dealt with it as follows — 

The only case m which, on mere princdples of political economy, pro- 
tectmg duties can be defensible is when they are imposed temporarily 
(especially in a young and rising generation) in hopes of naturahzmg a 
foreign industry, in itself perfectly suitable to the drcumstances of the 
country. The superiority of one country over another in a branch of 
production often arises only from having begun it sooner. There may 
be no inherent advantage on one part, or disadvantage on the other, 
but only a present superiority of acquired skill and experience, A 
country which has this skiU and experience yet to acquire, may in 
other respects be better adapted to riie* production than those which 
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were earlier in the field , and besides, it is a just remark of Mr. Rae 
that nothing has a greater tendency to promote improvements in any 
branch of production than its trial under a new set of conditions But 
it cannot be eiqpected that mdividuaJs should, at their own risk, or 
rather to their certain loss, introduce a new manufacture, and bear the 
burden of carrying it on until the producers have been educated up to 
the level of those with whom the processes are traditional A protect- 
ing duty, continued for a reasonable tune, might sometimes be the 
least inconvement mode in which the nation can tax itself for the sup- 
port of such an experiment. But it is essential that the protection 
should be confined to cases in which there is good ground of assurance 
that the industry which it fosters will after a time be able to dispense 
with it; nor should the domestic producers ever be allowed to expect 
that it will be continued to them beyond the time necessary for a fair 
trial of what they are capable of accomplishing ^ 

The infant industry tariff has, therefore, some theoretical justifica- 
tion where a new industry requires temporary support until it gets 
over the difficulties of the initial stages of its establishment. Un- 
fortunately, those who have employed this principle to justify the 
imposition of tariff barriers have totally overlooked the qualifica- 
tions with which it is hedged about, and which destroy its usefulness 
as a practical argument. 

The infant industries argument was originally introduced by 
Alexander Hamilton, the first secretary of the United States 
Treasury, at the time of Washington. It is natural that the idea 
should have arisen in a progressive colony which was trying to assert 
itself against the superior industrial power of the Mother country. 
Of course, there has always been a tendency to abuse the argument by 
emplojnng it as an excuse for the indisoiminate introduction of pro- 
tective duties. It is too easily forgotten that, according to the 
infant industry argument, protective duties are permissible only 
under certain definite assumptions— that they become unnecessary 
within a measurable period of time through the development of the 
industry, and that they should not be higher than is necessary for 
the attainment of that purpose. An infant industry duty is justified 
only if the present sacrifices can be made good by the future gains, 
and, furthermore, only then, when it really needs this support from 
the State in order to safeguard the devdopment and to strengthen 
the industry in question. The circumstances where a tariff may be 
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legitimately imposed may be summed up in the words of Mr. G D. 
H Cole— 

A tanfE is only justifiable, broadly speaking, where there is a good 
prospect that its imposition will increase the total of national wealth, 
and not simply divert production and employment from one industry 
to another. This means that the productivity of capital and labour m 
the protected industry must be — at least potentially — greater than 
their productivity in any alternative uses that axe open to them within 
the country concerned, even if they are less than the productivity of 
capital and labour in the protected mdustry in other countries It 
means, secondly, that the indirect effects of the protection on other 
industries, or on the general body of consumers, must not be so adverse 
as to offset the gain in productivity from the transference of capital 
and labour to the protected mdustry. And it means, thirdly, that these 
advantages must be realizable witl^ a reasonable period, and must be 
of sufficient magmtude and certamty to offset the pnma facie argu- 
ments against imposing barriers in the way of trade.^ 

It is questionable whether a tariff has ever been introduced winch 
has done justice to these postulates. Customs duties which have 
been introduced as infant mdustry duties have rarely ever been 
abohshed. Thus, the first customs tariff of the United States of 
1789 was to remain in force for seven years only, but as a matter of 
fact, American customs duties have continually risen since that time, 
and the same remark applies to otho- protectionist countnes. Even 
m the mind of List there seems to have been an idea that infant 
industry duties, after having fulfilled their purpose, would immedi- 
ately be abolished, since the strengthened industry, through the 
competition of manufacturers one with another, would render the 
duty ineffective so that the manufacturers would have no further 
interest in retaining it. Post-war ejqierience in this country alone 
shows how futile is such a hope. After ten years of protection the 
dyestuffs industry was not prepared to dispense with its tariff, and 
the same is true of all our new “safeguarded” industries. The 
" infant ” can never be induced to admit that it has grown up. 

TAEIPPS AND AGBICUITURE. As we have already seen, one of the 
most striking consequences of the War was an accentuation of the 
tendency of many States towards a policy of national self-sufficiency. 
The attitude in respect to agriculture possibly illustrates this tend- 
ency more clearly than any offia: case. During the War, large areas 
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on the Continent formerly devoted to food production were com- 
pelled to suspend operations, whilst labour troubles and the de- 
rangement of the distributive ssrstem caused both local and general 
disturbances in the food situation. The production of agncultural 
products outside Europe was stimulated in order to make good the 
shortage. Immediately after the War, as there was still a shortage of 
supplies, a number of States entirely or partially suspended their 
protective duties on agricultural products. As soon as the European 
Governments commenced the work of national reconstruction, 
however, they entered upon an era of intensified agncultural pro- 
tection. In particular, the duties on cereals have been raised to 
counter the over-production of grain which has occurred as a result 
of the mechanization of agriculture and the extension of the acreage 
under crops. 

Protection m agriculture has all the undesirable consequences 
which follow its application to manufacturing industry. Customs 
barriers, in order to be effective, must raise prices to a level higher 
than would have been the case in the absence of protection, whilst 
they also tend to encourage production in countries where the 
natural conditions are imsuitable for cheap production. Yet agri- 
culture furnishes a clear case where the purely economic motive is 
not the only one governing the imposition of a tariff. We have to 
take into account social and political exigencies which make the 
preservation of agriculture a vital question in the eyes of the major- 
ity of Governments. They believe that any reduction of agricul- 
tural protection would reduce a large peasant population to distress. 
It is their object to maintain a strong peasant population, not only 
to safeguard the provisioning of the country in times of emergency, 
but because a prosperous peasant class represents an element of 
order and tranquillity. There appears to be an inherent tendency in 
the world of industry for production to proceed in a cyclical manner, 
and it is considered in many quarters that where a nation contains 
within its own borders a flourishing agncultural conunumty, this 
fact may exercise a stabilizing influence. 

Such considerations as these help us to understand something of 
the paradox of agricultural protection. We have spent much 
ingenuity in developing and perfecting systems of world transport, 
and have devoted much time and energy to securing the cheap and 
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swift transport of commodities. Such devices as refrigeration and 
cold storage have been perfected to allow perishable agricultural 
produce to be carried great distances in good condition so that we 
may draw upon the resources of specialized producing areas. When 
we have succeeded in achieving these very desirable results, then 
Governments proceed to expose their minds m discovermg methods 
whereby these advantages possessed by overseas areas can be offset. 

In the Argentine they can produce beef at £1 per cwt ; here it costs 
50s per cwt. The Argentine has no winter to contend with, that 
wonderful forage crop, lucerne, which is unsurpassed for the production 
of hve stock, grows like a weed there. Nature has blessed the Argentine 
with a wonderful climate, and nothing known to science can enable 
Britain to overcome that ^ 

Logically, we might ask, why try to overcome such an obvious 
natural advantage? In practice we find that Governments have 
been unable or unwilling to face the senous social problems which a 
decline in national agriculture would have caused, and have at- 
tempted to stave off any serious consideration of them by resorting 
to protection to preserve the existing position. 

TARIFFS AND RATIONALIZATION. The great rapidity of technical 
progress, which has been a characteristic feature of so many indus- 
tnes since the War, has created serious problems for many British 
industries. The modern industnal unit requires a heavy expendi- 
ture in plant and eqmpment which, m an era of rapid technical 
invention may quickly become obsolete It is therefore only 
those undertakings which possess large financial resources that are 
in a position to modernize their plant, whilst it is only those firms 
which do so that can maintain then: competitive position. Yet, as 
the Committee on Industry and Trade pointed out, "Financial 
weakness always tends to constitute a vicious circle, for an under- 
taking or industry whose earnings are insufhcient to provide for 
depreciation and reserves finds great difficulty m keeping its equip- 
ment up to date ; and the more antiquated and inefficient becomes its 
equipment, the greater becomes the financial weakness and the 
smaller becomes the possibflity of obtaining the fresh supplies 
of capital which may be the only means of restoring profit-earning 
power.” 
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Many of the basic industries of this country have had a most 
unfortunate post-war history, and their low profit-earning capacity 
together with their heavy burden of fixed-interest charges has made 
it impossible for them to obtain the capital necessary for moderniza- 
tion. It has therefore been argued that if such manufacturers were 
given the benefit of a tariff which would protect them from foreign 
competition and give them an assured market in this country, they 
could then proceed to re-organize, and could offer prospects suffici- 
ently attractive to the mvestor to secure aU the new capital which 
they need. This argument has been applied particularly to the 
case of the British iron and steel industry in which, as has been 
pointed out time after time, the general level of technical organiza- 
tion is inferior to that prevailing elsewhere. With the industry in a 
state of depression it is out of the question to obtain the required 
capital, but with a protected home market it would be possible to 
expand operations and create confidence in the minds of the invest- 
ing public Furthermore, it is argued, under conditions of contmu- 
ous working and expanding output, the economies of large-scale 
manufacture can be realized, and on account of the fact that heavy 
overhead charges can be spread over a greater volume of output, the 
consumer will not suffer from an increase of prices. In order that 
these benefits may be realized, some supporters of this view have 
introduced two qualifymg conditions, namely, that the commodity 
must be one the production of whidi can be increased indefinitely, 
and for which this country possesses at least average advantages 
and possibilities of efficiency. These qualifications, however, like 
those associated with the infant industries argument, are capable 
of a wide interpretation. 

It has been very legitimately argued that if an expansion of output 
is all that is necessary in order to lower productive costs to a level at 
which manufacturers can meet outside competition, then all that 
they need to do is to eapand production without waiting for pro- 
tection and thus secure their results. In reply to this, it is usually 
argued that wages and labour conditions are inferior in competing 
countries to those prevailing here, or that foreign manufacturers are 
"dumping” their products here below cost price A tariff is there- 
fore needed to offset these disabilities so that, behind its shelter, the 
industry can obtain a reasonable price in the home market and can, 
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in its turn, dump any smrplus abroad where a market can be found. 
In this way, it is argued, the export trade will expand. In the first 
place it is fairly evident that the domestic consumer will be expected 
to pay a higher price than the foreigner and, inasmuch as the manu- 
facturer win desire to work at a profit, we may assume that the lower 
the export price the higher will be the price in the home market in 
order to malce up the difference. Moreover, the foreign manufac- 
turer, excluded from our market by a tariff, will seek to place his 
goods elsewhere, so that the increased competition is likdy to drive 
down external prices still further, thereby increasing the burden on 
the home consumer. 

Again, once the tariff is imposed, the programme of rationaliza- 
tion becomes less urgent. Many of the more reasonable advocates of 
protection state that tariffs ^ould be made conditional upon a 
given industry being able, within a reasonable time, to demonstrate 
its ef&dency by produdng goods at prices in close relation to world 
parity. Such a condition is easy to impose on paper, but cannot 
always readily be realized in practice, and despite all protesta- 
tions to the contrary, the danger of a tariff acting as a shdter for 
inefficiency is very real. 

A further difficulty arises, too, from the standpoint of the pro- 
ducer in the confusion of thought existing between the scaU of pro- 
duction and the vohme of production. We may obtain the volume 
of production necessary to supply a protected home market from a 
small number of concerns working on mass production lines or from 
a large number of undertakings each with a rdativdy large 
output. The advocates of protection for the purpose of securing 
rationalization usually assume that the first type of organization is 
the one which will apply, but such an assumption is quite unjustified. 
Take the case of the iron and sted industry to which this form of 
argument has been so frequently applied. Here, production is ear- 
ned on by a relatively large number of firms of a wide diversity of 
sizes with varying degrees of efficiency. The imposition of a tariff, 
by curtailing foreign competition, will enable home producers to 
obtain a higher price for thdr product, and the number of firms which 
will be able to cover their costs of production in the new circum- 
stances will depend upon the degree of protection and their efficiency 
of working. Provided that the tariff is sufficiently high, quite a large 
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number of relatively inefficient producers may be able to continue 
in business at a profit without taking any steps to modernize their 
plant. Indeed, in many cases, this will be out of the question, 
because the most serious defect is due to faulty location which can 
be remedied only by moAdng the plant elsewhere In this case con- 
centration of production will not take place very quickly. The more 
efficient producers may, howeva:, take steps to rationalize m one of 
two ways. They may expand production and lower prices m order 
to secure the home market and eliminate the less efficient producer 
by a price war. In the course of the struggle the consumer gains by 
the low prices, but the tariff will be of little benefit to producers, 
since if the competition is sufficiently keen a large number may still 
be working below cost of production. This position is hardly likely 
to continue for long. The most inefficient producers may be driven 
out of business, or, as is far more probable, wiU either be absorbed by 
their more successful competitors or enter into a working agreement 
with them. In either case, the consume: is likdy to find himself 
confronted by a monopolistic or semi-monopolistic organization of 
producers who will keep prices at as high a level as possible without 
provoking foreign competition. 

I'AJECtFTS AND CONDITIONS OP LABOUR. Amongst the var3nng and 
frequently conflicting arguments put forward by the supporters of a 
policy of protection is that of employing tarifife for the purpose of 
neutralizing "unfair" conditions of competition. It has been said 
that the foreigner can produce at a lower rate of cost than his 
British competitor because he pa3?s lower wages to his workpeople, 
trade union restrictions are not enforced, and the burden of taxation 
IS not so high. This point of view is probably one of the most super- 
ficially attractive arguments which is invoked in support of a tariff. 
Unfortunately, however, the argument is open to the serious objec- 
tion that the workers whose standard of living is most seriously 
threatened are those engaged m the exporting mdustries which are 
suffering from loss of overseas markets — 

The workmen whose standard of living is most in peril in Britam 
to-day, having gained least or not at all since the War, are to be found 
for the most part either in trades dependent on export or in agriculture. 
The coal miner, the cotton operative, the boilermaker, and the fitter 
will find small help to their standard of hfe through the taxation of 
imports ; they are bemg threatened not by imports into Britain, but 
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by competing exports into neutral markets. The British farm labourer, 
on the other hand, is suffering maonly from imports, but the imports 
are mainly the product not of -worse-paid but of better-paid workers 
in other lands. ^ 

In the first place, a high standard of life by no means leads to a 
high cost of production, indeed, usually the result is precisely the 
opposite. The level of labour cost per unit of production does not 
vary proportionately to the ronuneration of labour per umt of time, 
since it is affected by a large number of other factors such as the 
personal efficiency of the workers, and the degree to which they are 
assisted by machinery and other forms of fixed capital. It is the 
productivity of labour in different countries which is the decisive 
factor, and how strildngly this may vary between one country and 
another is illustrated by the chart on page 288. The data upon 
which the chart is based reveal the fact that the value of the net 
output per worker in the United States over that in Great Britain 
was 177 per cent in the steel industry, 194 per cent in general engin- 
eering, and 200 per cent in the motor and cycle industries. It is true 
that the comparison is not subject to a high degree of accuracy ; the 
grouping of the industnes in the two countries corresponds only 
approximately, and the price levd. prevailing in the two countries 
was not the same, being as a general rule higher in the United 
States, but, nevertheless, the difference is striking. With regard to 
wages, the average earnings ox textile workers were about £l 14s. 
per week, whilst those of the workers in the northern textile area of 
America were over ^4 per week, and in the southern area were over 
£3 per week, or 133 per cent and 84 per cent respectively higher than 
the British rates In other branches of activity a very similar 
discrepancy was to be found, so that a high standard of wages is very 
far from impl3dng a high level of wages cost 

Further, the different levels of wage rates which are so frequently 
alleged to handicap the British mdustrialist cannot readily be com- 
pared, and investigation of them sometimes brings to light unex- 
pected results. In connection with the production of iron and steel, 
for example, it has frequently been stated that the competition 
offered by the Belgian industry is due to the fact that the Belgian 
worker is sweated and is on an unduly low standard of li-ving. In 
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1930 an impartial investigation^ showed that the wages of 

the Belgian worker were equal to 69 per cent of average British 
wages. The inquirers then investigated the purchasing power 
represented by these nominal wages as well as the general conditions 
of life of the working classes in both countries. With regard to 
housing conditions, it appeared clearly that the Belgian workman 
was definitely better off than the British, since rents were about 
half as high. Moreover, a considerable percentage of the houses 
were owned by the workmen, whilst m other cases they were often 
provided by the factories on exceptionally favourable terms. With 
regard to food, taste and custom vary so much from one country to 
another that direct comparison was difficult, but whether the food 
budget of the English cost of Hvmg index number was taken or that 
of the Belgian index, the result was the same — ^prices were in favour 
of the Belgian worker by at least 33 per cait. For clothes, transport, 
taxes, entertamments, and other items of expenditure, price com- 
parisons showed a still bigger discrepancy in favour of the Belgian 
worker. These results furnished strong evidence for believing that 
the success of the Belgian iron and sled works does not depend on a 
lower standard of hving for their labour. 

The differences in cost which arise are due, then, not so much to 
differences in wages as to differences in the productivity of labour. 
In any country, however, this productivity will vary from one 
occupation to another because it is dependent upon so many factors 
— ^natural resources, training, past experience, capital equipment, 
markets, and the like. Unless artificially diverted, therefore, labour 
will tend to find employment in those occupations in which its 
productivity is the highest — 

If a country has a number of important mdustnes of high pro- 
ductivity, able to pay good wages yet hold their own in the markets 
of the world, these mdustrles set a standard of wages which other 
industries in the country must follow. If there are other mdustnes 
which cannot produce as cheaply as their rivals abroad, if they have 
to pay those wages, then under conditions of Free Trade those indus- 
tries will not be maintained in that country. This does not mean that 
the country will do without the commodities which those industries 
would have made , it will simply make more of the things that it can 
make best, and use part of them to buy from abroad what it cannot 
make quite so well * 

^ "Bntish and Bdgian Steel Wage-Costs," Tis Economist, gth May, 1931. 

• Sir William Beveridge, op. «<. 
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Where protective duties are employed for the purpose of counter- 
halancing other countries’ lower costs of production, irrespective of 
how these arise, then we have what amounts to a negation of the 
principle of the division of labour. Further, if generally applied, 
this practice would have pernicious effects not only on international 
trade, but also on all friendly intercourse between one nation and 
another. In order to be strictly logical in putting this principle into 
effect, each importing country would have to impose different rates 
of duty on the same article, according to its country of origin. This 
would obviously entail a very cumbersome system of Customs 
clearance which would have a prejudicial effect on foreign trade 
Over and above these difficulties we have the undeniable fact that 
any accurate comparison of international labour costs has so far 
proved impossible so that the tariff could at best be but a clumsy 
approximation. 

BABGAINiXCr TABIFFS. It has been said many times in recent 
years that although free trade may be highly desirable as an ideal, 
the nations of the modem world have shown themselves so reluctant 
to adhere to it, that we must shape our own policy accordingly. 
It is argued that a few free trade countries, isolated in a hostile pro- 
tectionist world, are in a singularly vulnerable position when other 
nations persistently ignore the example set them, and continually 
heighten their tariffs. The advocates of protection consider that the 
only practicable hne of procedure is first to impose a tariff and then 
employ this as a weapon to secure concessions from other countries. 
As was pointed out m the final report of the World Economic Confer- 
ence, however, high tariffs imposed for bargaining purposes have 
frequently not resulted in adequate modifications, with the conse- 
quence that customs barriers have been left higher than before. 

Moreover, this evil has become accentuated since the War by 
reason of the imposition of the tanfde combat with purposely ioffated 
rates of duty for bargaining purposes The negotiations are not 
infrequently protracted, so that the growth of vested interests is 
sufficient to defeat the object of the tanft by refusing to allow the 
intended reductions to be made Equally dangerous is the employ- 
ment of customs duties as a means of retaliation in the event of 
commercial negotiations failing. "For other countries to tax our 
exports to them is an injury to us and an obstacle to trade. For us to 
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tax their exports to us is not a correction of that injury; it is just a 
separate additional obstacle to trade Such a measure is an act 
of economic war, and like all methods of warfare, it is very wasteful 
and liable to lead to all kinds of unfortunate consequences to one or 
both of the countries concerned as well as to third parties. Dr 
T. E. Gregory explains the loss arising from a retaliative tariff war 
as follows— 


It anses from the reduction in the aggregate income accaruing to both 
countries through the additional impediment to trade If both areas 
have specialized their production in the expectation of normal trade 
relations, any new hmdrances to trade which affect the exchange of 
goods consequently reduce the net income of both sides. To this stand- 
point it is no answer to say that both sides can make up the deficiency 
by stimulating their own production. For m so far as this enables the 
old output to be reached, it will still only be immediately at the cost 
of greater real effort so that the per unit return to effort is less ; whikt, 
in any case, it does not invalidate the Mint that with freer trade rela- 
tions and the new level of energy a stifl greater net mcome could have 
been enjoyed.* 

Nevertheless, although an aggregate loss is suffered it does not 
follow that the burden of the loss may be equally distributed. If, of 
two countries, A and B, the first produces a commodity which can 
also be obtained from countries X, Y, and Z without great difficulty, 
whilst the second produces a commodity which can be obtained 
nowhere else, then, in the event of a tariff war, the bulk of the loss 
would fall on A. B could dispense with A's product and purchase it 
elsewhere, but A could not purchase from any other source. In all 
probability, the diversion of trade would inflict some loss on B, but 
the principal burden would fell upon A. 

TARIFFS AICD DUMPING. Tariff legislation has been frequently 
applied to the question of dumping, and its use has been stffi more 
frequently urged, though a remarkable lack of unanimity appears to 
exist as to the meaning of the term. In popular usage it may denote 
anything from a deliberate price discrimination between one national 
market and another to a sale of goods by a foreigner at a price which 
the home producer, no matter how in^cient he may be, considers 
to be too low. Following Professor Taussig, we may, however, 
define the process of dumping as "the disposi of commodities in a 
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GLASSIFICATION OF DUMPING ^ 


Type 

Cause 

Sporadic 

Dumping 

(1) Producers who have on hand uneKpected surplus stocks 
which cannot be disposed of in the home market without drastic 
price reductions which may " spoil the market," will often dis- 
pose of them in distant markets at whatever prices they can get. 

(a) Such dumping may be unintentional as where an error is 
made in contracting which leads to a sale of goods at an un- 
economic price. 

Short-term 

Dumping 

(i) Dumping may be engaged in for a time in order to develop 
or conserve foreign markets by using low prices to introduce 
the product into a new market, or to extend the acquaintance 
with it. 

(a) Dumping may take place, though it involves a temporary 
loss, in order to drive a competitor out of a foreign market 
(predatory dumping). This may also take the form of defensive 
wmplng where a producer sells at an unprofitable price in 
order to prevent himself bdng driven out by a competitor. 

(3) Such dumping may be provoked as a measure of retalia- 
tion against dumping in the reverse direction. 

Long-term 

Dumping 

(i) Dumping may be engaged in because the increase of 
sales resulting from it makes possible an enlarged scale of pro- 
duction for the entire output, including that portion marketed 
at home at the maidmum price. For industries subject to 
marked economies of large-sc^e production, particularly where 

profitable. 

(a) Dumping may be engaged m because the domestic price 
is a monopoly price sheltered by a tarifi, and the maximum 
price at which eiqiort sales can be made, though lower than 
the domestic price, yields a net profit on its own account. 

(3) Dumping may occur because of the existence of a system 
of bounties or subsidies devised to encourage production and 
export. In such a case tiie price may be lowered by any amount 
not exceeding the bounty. 

(4) If the margin of profit is sufficiently great, a foreign 
producer may pay a protective duty himself and be content 
with a narrower marg^ of profit rather than attempt to raise 
prices against his overseas customers. Such cases are, however. 



very n requen . 


* Based on the classification of Professor Jaco'b Viner in Dumping ; A 
Problem of International Trade. 
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foreign country at one price, and to domestic purchasers at another 
and higher price.’’^ Although the term dumping is usually applied 
to price discrimination in international trade, it does not differ 
in kind from similar discrimination practised by manufacturers and 
traders in the home market. In the coal trade, for example, it is 
frequently said that consumers located in a mming area pay more for 
their coal than those located outside the district, the reason bemg 
that in the first case one producer supplies the market and there is no 
competition, whereas in the second, a number of producers are com- 
peting for the market. Hence there is price discrimination in favour 
of the competitive market which constitutes a type of dumping. 
Yet, as Marshall has pointed out, "It is obvious that international 
dumping is more likely when once detected, to be proclaimed aloud ; 
it seems probable, therefore, that domestic dumping is at least as 
large in the aggregate as international, though opinions differ greatly 
as to the extent of each ; and it is certain that the main incentives to 
dumping, and the technical problems raised by it, are substantially 
the same in domestic and international trade." ^ 

The impression is frequently created at the present day that 
dumping is a special form of tactics recently adopted by the foreigner 
for the express purpose of ruining the British producer. Yet in the 
past there is ample evidence to show that British manufacturers 
and merchants have been guilty of the practice — ^indeed, if we were 
to accept some of the defimtions of dumping which have been 
current recently, the whole of our overseas trade has been based 
upon the policy. It has a somewhat chastening effect when we read 
that "upon the adoption of the first tariff law in the United States in 
1792, the merchants of Manchester contributed 1250,000 to be 
mvested in goods, to be sold in the markets of the United States at 
low prices, or to be given away if necessary, in order to discourage 
the investment of capital in manufacturing.” ® Such a process, it 
has been argued, is gomg forward to-day at the expense of the British 
producer. Prior to the passing of the Import Duties Act, 1932, it 
was said that foreign iron and sted producers, for example, were 
dumping material in this country in order to put British makers out 

^ Principles of Economics (Vol. I) 

* Money, Credit, and Commerce, 

® List, National System. 
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of existence. When they had achieved their object they would then 
exploit the British sted user, who was misguidedly buying their 
goods, by raising prices against him. Such an argument cannot be 
taken very seriously, and it is certain that the steel users have shown 
themselves more concerned about the immediate difficulties which 
confront their business due to the imposition of a tariff on imported 
steel, than with a problematical foreign steel monopoly in the 
distant future. 

To make it worth while for manufacturers in a country A to dump 
goods in country B in order to kill the domestic manufacturers there 
and then raise prices, they must be sure of a monopoly in B when they 
have accomphshed their object. If a third country C is still in the 
held, the manufacturers of A, when they have killed those of B by a 
costly price war, will not be in a position even to recoup their losses 
by extorting monopoly prices in B. As soon as they try raising pnces 
above a fair level, the manufacturers from C will come into the market. 
In other words, determined predatory dumpmg will only be worth 
while for manufacturers who already have in hand or in prospect a 
monopoly, not in their own market done, but in all the world outside 
the country where they dump ^ 

Most countries have made use of "anti-dumping” legislation, 
particularly since the War. In this country, for example, the 
Safeguardmg of Industries Act, 1921, provided for the imposition of 
a duty of 33 J per cent ad valorem on the importation of goods of any 
description, other than articles of food or drink, manufactmred in a 
country outside the United Kingdom, where it is shown that such 
goods are being offered for sale in the United Kingdom at prices 
bdow the cost of production m the country of origin More recently, 
in 1931, we had the imposition of the Abnormal Importations Act, 
which was framed with the object of checking the "dumping” of 
foreign goods in an attempt to forestall a tariff. This measure re- 
vealed most of the defects of such anti-dumping legislation. In a 
critical analysis of the duties imposed under the Act, the Economist 
pointed out that certain of the goods taxed showed no signs of 
"abnormal” importation, whilst in other cases where this was in 
evidence, it was undoubtedly provoked by the uncertainty created 
by the Act and the manner in which its provisions were bemg applied 
by the Board of Trade. Further, it was argued that the rate of duty 
applied, namely, 50 per cent, was high without being prohibitive, 

1 Sir William Beveridge, op ctt. 
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and in consequence left everyone m doubt as to our future tariff 
policy. Moreover, the method of procedure adopted was such as to 
afford the •maYTTunm of uncaiainty both to British manufacturers 
and to foreign traders, since duties could be imposed at any time 
without prehminary warning. This Act was a temporary measure, 
and the duties are now fixed under the Import Duties Act, 1932, 

THE BB1TI8B TAEIEP SYSTEM. Although, until the autumn of 
1931 we were accustomed to describe Great Britain as a free trade 
country, m actual fact we had, for a number of years, departed 
from the strict observance of the principles of free trade, and the 
most that we could claim was that we were imposing fewer restric- 
tions upon the free flow of trade than the majority of other conntnes. 
In consequence, the Committee on Industry and Trade, writing in 
1929, could say that, “So far as concerns artificial obstacles, we find 
on the evidence before us that with very few exceptions the free flow 
of materials of industry to our ports is not to any substantial extent 
obstructed by artificid obstacles, such as tariff duties or customs 
restnctions either m this country or in the countries from which we 
draw our supplies." In pre-war days, the few duties which were 
imposed on imports were purely financial in their nature — such as 
those on alcohol, tea, coffee, and cocoa — and were linked trith an 
equivalent excise duty when appropriate. In the early days of the 
War, however, the advocates of protection began to make headway 
when there was a great demand for revenue, and a considerable 
shortage of shipping. As a result, in 1915, a series of duties was 
imposed under the Finance (No. 2) Act, generally known as the 
McKenna duties, upon such articles as docks and watches, motor 
cars and their accessories, and on photographic films. These duties 
were not apphed for protective purposes, but on accoimt of the need 
for maintainmg the stability of the foreign exchanges and for 
cutting down, as far as possible, eiqpenditure on imported luxuries. 
The duties were renewed annually during the succeeding eight years, 
but were allowed to lapse in 1924, They were re-imposed m 1925 on 
the groimd that the circumstances which first rendered them neces- 
sary were still present, and in 1926 they were expended. 

In 1921 the demand for the protection of "key” industries 
received attention under the Safeguarding of Industries Act. As 
stated in the preamble, the Act was devised “with a view to the 
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safeguarding of certain special industries and the safeguarding of 
employment in the United Kingdom against the effects of the depre- 
ciation of foreign currenaes and the disposal of imported goods at 
prices below the cost of production." The Act was divided into two 
parts, the first of which was concerned with the protection of key 
industries, including such products as optical glass, scientific 
apparatus, and chemicals. The second part of the Act estabhshed a 
procedure for safeguarding British industries of substantial import- 
ance which were suffering from unfair competition arising from one 
or more of the following causes — 

I. Depreciation of currency operating so as to create an export 
bounty. 

a. Subsidies, bounties, or other artificial advantages. 

3. Inferior conditions of employment of labour, whether as 
respects remuneration or hours of employment, or otherwise, obtain- 
ing amongst the persons employed in the production of the imported 
goods in question as compared with those obtainmg amongst persons 
employed in the production of similar goods in the United Kingdom. 

In 1925 the Government laid down a new procedure for adminis- 
tering the provisions of the Act. The Board of Trade was given 
power to appoint committees to consider applications from industries 
threatened by unfair competition In making its decision the com- 
mittee had to take into consideration the importance of the industry, 
the nature and extent of the competition to which it was subjected, 
the possible effects of a duty on mdustries using the goods, and the 
efficiency of the industry appl3dng for protection. A number of 
duties were imposed under the provisions of the Act, such as those 
on lace, embroidery, gloves, incandescent mantles, and packing 
paper. 

Under the stress of the economic crisis of 1931, the British 
Government introduced the emergency legislation designed to check 
" abnormal ” importations, upon which we have already commented. 
The framework of what many are r^;arding as a " permanent ” tariff 
system was laid down in the Import Duties Act, 1932. Under the 
provisions of this Act all imports were, from the ist March, 1932, 
subjected to a tanff of 10 per cent, with the exception of certain 
enumerated commodities and also those already chargeable with 
duty under some other Act. For the purpose of giving effect to the 
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Act, an Import Duties Advisory Committee consisting of three 
members has been appomted. The general instructions to the 
Committee which has power to summon witnesses or require the 
subimssion of such returns or other information as it needs, are as 
follows — 

(r) Where it appears to the Committee that an additional duty of 
customs ought to be charged in respect of goods of any class or descrip- 
tion which are chargeable with the general ad valorem duty and which, 
in their opinion, are either articles of luxury or articles of a kind which 
are being produced or are likely within a reasonable time to be pro- 
duced m the United Kingdom in quantities which are substantial m 
relation to United Kingdom consumption, the Committee may recom- 
mend to the Treasury that an additional duty ought to be charged on 
goods of that class or description at such rate as is specified m the 
recommendation 

(2) In decidmg what recommendation, if any, to make for the pur- 
poses of this section, the Committee shall have regard to the advisability 
m the national interest of restricting imports into the United Kingdom 
and the interests generally of trade and industry in the United Kmgdom, 
inclu ding those of trades and industnea which are consumers of goods 
as weU as those of trades and mdustnes which axe producers of goods. 

Any additional duty recommended by the Committee may be 
imposed by Treasury Order, subject to the right of veto of Parlia- 
ment within twenty-eight days. Until November, 1932, or such 
further date as Parliament may determine, goods from the countries 
of the Empire are exempt. The Board of Trade is also given power 
to impose a special surtax up to a maximum of 100 per cent ad 
vdorem upon imports from coimtries which discriminate against the 
importation of British goods, or those from Crown Colonies or 
Bntish Mandated Territories. It has been repeatedly stated that 
it IS the intention of the Government to employ the Act to facilitate 
the lowering of tariff barriers in foreign coimtries by offering to 
reduce our own in return. The initiative for such negotiations lies 
with the Board of Trade and, on a recommendation from the Board, 
the Treasury wiU have power to revoke or reduce the duty on any 
goods from such a countiy. 

It is impossible at this stage to attempt to assess the effects of the 
new British tariff on the future course of British industry and trade. 
The factors which require to be given consideration are too many 
and too indeterminate. The future course of internal prices, for 
example, depends upon the movements of gold prices as weU as on 
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the monetary policy of the Britidi Government, so that any move- 
ment of domestic prices may have no necessary relation with tanff 
policy. Again, m considering the Act, very much depends upon the 
manner and the spirit in which its proposals are put into operation. 
There is nothing inherent in the Act itself to prevent the worst 
abuses of tariff-making being repeated in the case of this country. 
As the Economist pointed out in the course of a critical review of the 
new duties, "The test of the present policy will come when the 
Government starts to deal with foreign countries, for it wiU justify 
itself only if the protective demands of British industries can be 
suppressed and our tariff used to lead the world back towards 
something like free trade. As the tariff stands at present, we are in 
danger of combining the extensive plan of taxing almost everything 
with the very dangerous game of imposing high protection on 
finished goods for the benefit of home producers. If we drift along 
much farther in this direction we shall find that we have got the 
worst of both worlds." 


TEST PAPER n 

1 . "In the sphere of international trade, as in other branches of economic 
life. Governments have sought to control the free play of economic 
forces,” Give two illustrations of the truth of this statement. 

2. Write brief explanatory notes on the followmg — 

Import and Export Prohibitions. 

Import and Export Licences 

Quotas 

3. State three reasons which may be advanced m support of tariffs. 

4. Draw the diagram on page 291 and explam its meaning. 

5 What is meant by “ anti-dumpmg ” legislation ? 

6. What are the various objecta for winch duties axe imposed upon 
certain articles imported mto this country? Illustrate your answer 
by referring in detail to tobacco, sugar, wine and spirits, and motor 
cars, showing how far you consider -ttie objects are achieved in these 
cases. 



CHAPTER XII 
Foeeign Exchange 

Amongst the simplifications which were mtroduced when dealing 
with the subject of foreign trade was the supposition that no money 
was employed, but that goods were exchanged against goods by a 
process of barter. But virtually all trade is carried on through 
transactions between individuals in terms of money, and, in the 
ordinary course of things, there is no conscious exchange of goods 
for goo^. This is true of international as well as of domestic trade, 
so that when we buy foodstuffs or raw materials from abroad, our 
currency has to be exchanged for the currency of the country in 
which the seller wishes to be paid. It is through the machinery of 
the foreign exchanges that the international indebtedness arising 
from foreign trade and other causes is settled in the most economical 
manner. Now it will need no lengthy exposition to show that the 
settlement of mtemational transactions is a more complicated 
matter than those arising from purely domestic busmess. National 
currencies are widely diverse in their nature, so that it becomes 
necessary to convert pounds sterling into francs, dollars, or lire, 
as the case may be, in maldng payment. Since the majonty of 
cuixencies are linked in normal times in some way or other with 
gold, this metal serves as a common denominator of international 
values. Hence, it would be possible to effect the payment for 
foreign goods by the transmission of an equivalent value in gold, 
and, indeed, this method is occasionally adopted. As a general 
method, however, it would be both clumsy and expensive, so that 
what is required is a method of facilitating settlements which, at the 
same time, reduces the transport of gold to a minimum. Herein 
lies the function of foreign exchange m applying the machinery of 
credit to the settlement of mtemational transactions. 

MECHANISM OP FOREIGN PAYMENTS. Let us commence by 
stating an imaginary case. Suppose a certain merchant. A, in 
London sends goods valued at £ioo to B in Pans, and, on the same 
day, D in Pans also sends a consignment valued at £xoo to C in 
301 
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London. Unless some contrivance intervenes, B must send £100 m 
bullion to pay for the goods that he has received, whilst, at the 
same time, £100 worth of bullion will be consigned by C to D in 
order to pay for the French goods which have been imported. 
Clearly this involves a waste of time and mvites risks which diould* 
be avoided. In domestic trade this difficulty is overcome by the 
cheque system and the Bankers' Clearing House. We, therefore, 
need some similar device m foreign trade which will enable debits 
and credits to be set off against each other. This is found in the 
foreign exchange, which is nothing more than a system by means 
of which debits and credits which are close together are made to 
settle debits and credits which are far apart. 

At the root of the whole process lies that instrument of credit 
known as a bill of exchange. In the somewhat forbidding ter- 
minology of the Bills of Exchange Act, 1883, which regulates the 
use of these documents in this country, the mstrument is defined 
as " an unconditional order m writing, addressed by one person to 
another, signed by the person givu^ it, requiring the person to 
whom it IS addressed to pay on demand or at a fixed or determinable 
future time a sum certain in money to or to the order of a specified 
person or to bearer." Let us see how the bill of exchange is employed 
in practice. When A, in London, consigns his goods to B, in Paris, 
he draws a bill upon B for £100 and this he sends across to B, who 
accepts it by writing his name across it and then returns it to A. 
On the same day, D, having sent goods to C, draws upon him for 
£xoo, and this bill is also accepted. Hence, the position now is that 
A, in England, has a French bill for £100, and D, in France, has an 
English bill for the same amount The question arises, cannot some 
means be devised whereby one transaction will cancel the other? 
Let us suppose that C, instead of accepting a bill drawn on him 
by D, gets into touch with A, who holds a French bill from B, and 
buys this from him for £100. The position now is that A has parted 
with his goods to B in return for the bill, and this latter he has now 
sold to C for £100, so that, so fax as A is concerned, the transaction 
is complete, whilst B's mdebtedness is, in effect, transferred to C. 
If C now sends this bill to J) it will also cancel the debt between 
them, as D now holds B’s bill and wfll look to him for pa3nnent. 
Since both D and B are in France, the payment of the bill presents 
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no greater difficulties than any other settlement which may be 
made in the home trade. 


DIAGRAMS ILLUSTRATING THE SETTLEMENT OF TRANSACTIONS 
IN OVERSEAS TRADE 


1. Trade before the Introduction of Bill of Exchange 
England Bullion France 

A ' :"> b 

(creditor) Goods (debtor) 

Bullion 

C — • > j3 

(debtor) Goods (creditor) 



in. Trade showing Intervention of Bill Broker 



England 
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(Bill broker) 
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We cannot be sure, however, that C is acquainted with A, whilst 
m any case it is unlikely that the bill would be exactly for the 
amount required. The fact is that on each side there will be a third 
person, whom we might call X in England and Y in France, who 
deal in bills and are known as bill brokers. Thus, when A receives 
B’s bill in payment for the goods, he will not usually keep it but 
will sell it to X, and C, who is in need of a French bill, will go to 
X to buy one Upon receiving the bill from C, the Frenchman D 
will probably sell it once more to Y in order to obtain cash, and the 
latter will collect the proceeds m due course from B. 
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BASIS OF EXCHANGE BATES. So long as there is an equality of 
goods passing between KngTand and France, the bills between the 
two countries will be sufficient to satisfy the needs of the merchants 
on both sides. The supply and demand on each side will be equal, 
and, ignoring for the moment differences in currency imits, the 
value of a £100 bill would be the same in both coxmtries. In other 
words, we say that the exchanges would always be at par — ^there 
would be an equivalence of mdebtedness. This h3qjotbetical par 
of exchange is merely an academic abstraction, smce the balance of 
indebtedness between two countries is never equal. Suppose, now, 
that exports and imports between the two countries are unequal — 
that England sends more goods to France than the latter sends in 
return. Then the supply of French bills in the hands of English 
bill brokers will be greater than the demand for them on the part 
of importers of French goods, whilst in France the demand for 
English bills will exceed the supply. Now the price of bills, in 
common with that of everything else, depends upon the relation 
existing between demand and supply. When the supply of bills 
is plentiful in relation to the demand for them, the price will tend 
to fall, and when the converse conditions hold good, it will tend to 
rise. In London, therefore, where French bills are plentiful and the 
exchange is favourable to this country, the rate is said to be at a 
discoimt. In France, on the other hand, where the exchange is 
unfavourable, the rate is said to be at a frmivm. 

As already pointed out, the h3q)othetical par of exchange is useless 
as a basis of exchange rates. Tlie basis which has been adopted is 
known as the Mini Far of Exchange, which has been defined as 
"the exact equivalent of the unit of currency of one country, 
expressed in terms of the curimcy of another, based upon the 
quantity and fineness of the metal contained in the two coins as 
fixed by law." As between countnes on the gold standard, there- 
fore, the mint par of exchange represents a central point about 
which the rates of exchange between any two countries will fluc- 
tuate. It is a comparison of the value of the units of two currencies 
on the basis of the amount of gold to which their possession entitles 
the owner. In pre-war days, with the currencies of most of the 
important nations of the world based upon a gold standard, the 
actual exchange rates never deviated far from this point, and the 
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limits of fluctuation were fixed by what are known as gold points, 
and depend upon the cost of sending gold from one country to 
another. 


DIAGRAMS ILLUSTRATING THE FORMATION OF RATES OF 
EXCHANGE 

I. Exchange Favourable to England 


England Bills France 


(creditor) Goods (debtor) 

Bills 

C -> ^ D 

(debtor) Goods (creditor) 


French bills will be plentiful in England and, therefore, cheap, whereas 
English bills will be scarce in France and, therefore, dear. The exchanges 
will move in favour of England. 


II. Exchange Unfavourable to England 


England France 

Bills 

A ). B 

(creditor) Goods (debtor) 

Bills 


c 7 7 - d 

(debtor) Goods (creditor) 


The reverse position now obtains and the exchanges will move in favour of 
France, 

III. Exchanges Tend to Par 
England France 

A ► B 

(creditor) Goods (debtor) 

C D 

(debtor) Bulhon Goods (creditor) 

In order to restore equihfarium France must, in case I, export bullion in 
settlement of the adverse balance, whilst in case II, England must do the same. 


By way of lUustration, let us revert to our example of trade 
between England and France. We saw that there was a shortage 
of English bills in France, so that the demand for them forced up 
the price. What hmiting factor, if any, is there to this rise in price ? 
Assuming a free gold market, a French importer, as an alternative 
to sending a bill, may export bullion in settlement. On this he will 
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have to pay freight and insurance charges and, if we assume that 
these amount to i per cent, then he will have to disburse £xox in all 
to settle the debt. It will, therefore, pay the French importer to 
give anything up to £xox for a £xoo biU, but beyond this pomt he 
will not go, as it will be cheaper to send bullion. If, however, the 
exchanges are in favour of France, the value of the pound will 
fall in terms of the franc, but it will fall only to gold import point to 
France, when bullion wiU move from England to France 

The gold pomt theory, which, in pre-war days, depicted with 
fair accuracy the relations existing between the principal monetary 
centres of the world, no longer has any considerable application. 
In the first place, it depenck for its operation upon a free gold 
market, and the number of such centres is limited. Agam, for reasons 
which we sliall discuss below, other factors now operate to obscure 
gold points and rob the whole process of its former certainty. 

CALCULATION OF THE MINT PAR. The Mint Par is a comparison 
of the values of two currencies on ihe basis of the amount of gold to which 
their possession entitles the holder. It follows that, if we know the mmt 
laws of any two gold standard countnes, it is possible to ascertain the Mint 
Par between them. The Mmt Par between England and the United 
States may be taken as an example, the regulations being — 

(a) England— one sovereign weighs 123*27447 grams of gold ^ J fine 

(b) United States — the ea^e of ten doUam weighs 258 grains of gold 
A fine 

The data may be arranged in a set of simple equations as follows — 

S x dollars = i sovereign 

I sovereign = 123*27447 grams standard 

gold. 

(3) 12 grams standard gold = ri grains fine gold. 

{4) 9 grains fine gold = 10 grams standard gold 

(U S.A.) 

(5) 238 grams standard gold (U S.A.) = 10 gold dollars. 

Now the above columns contam two sets of items, of which every one 
in the left-hand column is equal to a correspondmg item m the right- 
hand column It follows that if all the items m the first column are 
multiphed together, the result will be equal to the product of all the 
items in the second column, thus — 

xXIXI2 X 9 X 258 s=ix 123*27447 X II X 10 X 10 
_ 123*27447 X II X 10 X 10 
■ ■ ^ 12 X 9 X 258 

= 4*8665 

The Mint Par = 4*8665 dollars per £. 
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EXCHANGE BATES. A list of foreign exchange rates is published 
daily m most newspapers on the lines of the abridged table given 
below which shows rates m force before Great Britain sus- 
pended the gold standard. The first column of the table indicates 
the foreign centre upon which the rates are quoted, whilst the 
second column tabulates the method of quoting. It will be noted 


LONDON RATES OF EXCHANGE 


Centre 

Method of 
Quoting 

Par of 
Exchange 

22nd July 

21st July 

New York 

Montreal 





Dels! to £ 

d-Sdi 



Amsterdam 

Berlin 

FI. to £ 

¥¥■ ^4 

13-107 

30-43 

12-O3i-O3i 
301-31 1 

34 78-34-79 
18-16-18 17 
Sa-SS-Sa-fiS 
92-60-93 70 
18 16-18-17 

I33f-133l 

18-I3l-I4i 

34-91-24-93 

12-041-043^ 

30i-3lt 

Copenhagen 

Madrid 

Milan 

Oslo 

Fans 

Stockholm 

Zurich . 

to I 
Pts. to £ 

Lire to £ 

Kr. to £ 

Frs. to £ 

Kr. to £ 

Frs. to £ 

1I-IS9 

35-3315 

93-46 

18-159 

r34'3i34 

I3-IS9 

35-3215 

i8-i6i-i7 

Sa-4S-Sa-SS 

92-78-92-82 

18-16-16} 

1238-3 

18 14-14} 
24.94-24-96 

Bangkok* 

Batavia* 

Per Baht 

FI, to£ 

2I-82d. 

12-107 

i8d. 

3ifd^ 

2i}d. 

12-07} 

C^toiUa " 




»4H-iS 

'Mi. 

Hong Kong* 

Kobe 

Manila^ * 

Saigon* . 

Shanghai* 

Singapore* 

Per Rupee 
Pence to ( 
Per Yen 
Pence to $ 
Per Pst. 

Per Tael 
Pence to | 

34-s8d. 

24-o66d. 

38d. 

y4>^u 

i4f-iSid- 
2y-M— ^d. 






* Rate quoted on London, t Nominal. 

(Taken from the Financial News ) 

that there are two methods of quoting, either so many units of the 
foreign currency to the pound sterling, as is the case with the rates 
of New York and Berlin, or, alternatively, so many pence per 
foreign unit, as is the case with the Hong Kong rate. When prices 
are quoted m the former manner, a rise in the rate quoted for 
sterling will indicate a condition of thin^ in favour of the English 
buyer of foreign currency. It is better for us to get 124 francs for our 
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poimd than only 123. On the contraiy, when the second method of 
quoting is adopted then low rates will be favourable and high rates 
unfavourable, for in the one case it will take less pence to buy the 
foreign unit, and in the other, more pence. The third column gives 
the mint par of exchange, which we have already discussed, and it 
will be noted that, in the case of centres in China, no figure is given, 
as the currency is on a silver basis. 

Coining now to the quotations themselves, two days’ rates axe 
given for purposes of comparison, and, more important, a double 
quotation is given in each case, representing buying and sellmg 
prices. The precise significance of the figures vanes with different 
newspapers. The Times gives figures representing the highest and 
lowest rates offered on the day m question; the Financial News 
and Morning Post give the dosmg rates for buyers and sellers. 
The difference between the two rates represents the margm for 
dealing between the banks and the foreign exchange brokers in 
London, and the real or trading quotation will lie somewhere between 
the two. 

Cable Bates. The actual transfer of money abroad is made by 
cable. The bank in London, acting upon the mstructions of its 
customer, cables its foreign correspondent asking him to pay the 
required sum to the overseas creditor. The rates at which these 
transactions are effected are called cable or telegraphic transfer 
rates, and it is these which are usually published in the newspapers. 
The basis of this rate will be determmed by the cost mcurred by the 
banker in providing funds at the overseas centre. He may obtain 
such balances by the purchase of bills drawn on the foreign centre, 
or, alternatively, may buy bills drawn on a second centre and, with 
the funds produced by encashment there, purchase other biUs drawn 
on the centre in which he really wishes to operate. He will employ 
either method in accordance with the dictates of economy. Only 
in the last resort will he ship bullion. 

Cheque Bate. This is the rate at which a bank will buy bills or 
cheques payable at sight or on demand. Cheque rate is higher than 
cable rate because, in the first place, the bank may require a small 
margin as insurance against risk. Secondly, the bank pays sterling 
at once for the bill, but does not receive pa3mient until it reaches 
its destination and is presented. When a foreign bill is not sold but 
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IS handed to the London banka: for collection, the customer has to 
wait for his money until the bill reaches the foreign centre and is 
paid. He gets sterlmg at the cable rate ruling on the day the biU 
is paid, less the charge made by his bank for the collection. 

Long Rote. This is the rate at which a bank will buy foreign bills 
payable at some definite period after sight — ^usually three months. 
When such a bill is purchased, the bank pays sterling immediately, 
but will not receive the foreign curroicy until three months hence, 
or for the unexpired period of the bUL The buyer must, consequently, 
receive consideration for waiting, and, possibly, for risk. The long 
rate will, therefore, be based upon the cheque rate, due allowance 
being made for these factors, so that it will be the higher rate of 
the two. 

Forward Ratos. These are the basis of a special market which 
was built up to meet the difficulties arising from the tmsettled 
exchange conditions of the post-war penod. The essential feature 
of forward exchange is that a rate is arranged immediately for an 
operation to be completed at a future date. For example, an 
importer who knows that he win be caUed upon to pay a certain 
amount of a foreign currency at a definite future date, makes 
immediately a contract with his banker for the purchase of that 
currency at a fixed rate. In this way the merchant limits his lia- 
bility to a definite quantity of sterling, whilst the bank has means 
not available to the merchant of reducing the liability of which it 
has relieved him. It may cover itsdf by bu3dng forward, or by 
purchasing a long-dated biU on the foreign centre, maturing on or 
a little before the date of delivery of the currency. The rate charged 
for such transactions will depend partly upon the rate of interest 
prevailing in each of the centres, and partly upon the demand and 
supply of forward exchange. The psychological influence is also 
important — ^the expectations of dealers regarding the future course 
of the value of the currency. 

GOLD POINTS. We have already seen in the course of our previous 
discussion that the influence of gold points in foreign exchange 
dealing have lost much of tbdr old agnificance, and the return to 
the gold standard by the principal nations has not led to a restora- 
tion of pre-war conations. One of the pnmaiy objects of the gold 
standard is to fix approximate limits to exchange fluctuations, so 
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that it should be possible to ascertain gold points with a high degree 
of accuracy. Yet, smce the restoration of the gold standard, con- 
siderable uncertainty on this point has existed, even amongst the 
central banks themselves. Now, in the ordinary course, the gold 
point is far from being a fixed and mvariable magnitude, but varies 
with the relative rates of interest ruling in different centres, and 
with the insurance and transport costs involved. For example, the 
transport of gold by air, which is becoming the chief method 
employed in Europe, has caused considerable reductions in transport 
costs, with the result that gold points have moved closer to one 
another and money markets lose gold more easily than was the case 
before the War. 

It has been pointed out^ that, under existing conditions, three 
sets of gold points exist. There is one set which will govern arbit- 
rageurs who are paying interest on the shipment but no commission 
or brokerage, there will be an "extreme” gold pomt for those 
having to bear these charges, and, finally, there will be another for 
central banks paying no interest at all. In the case of a central 
bank, the holding of gold constitutes an idle reserve which earns 
no interest, and this is the case whether it is l3ung in the vaults 
of the bank or is in transit. In consequence, a central bank can 
undertake shipments before other members of the money market 
can do so. In the case of the banks, allowance must be made for 
these charges, so that the margin between the gold points in the 
case of a central bank is narrower than the margin for other banks. 
This would not matter very much but for the fact that there is no 
certainty in the mind of dealers in the money market whether or 
not gold will be shipped when the exchanges move beyond the 
special gold points of the central banks. In addition to this, how- 
ever, it sometimes happens that the central bank brings indirect 
pressure to bear upon arbitrageurs with a view to preventing gold 
shipments, even though these be warranted by the position of the 
exchanges. A variety of means lies at the hand of the central bank 
for this purpose, such as the refusal to pack the gold, thereby puttmg 
the exporter to the additional expense of providing this service 
himself. Such tactics destroy the automatic working of the gold 
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standard and infuse uncertainty in the mmds of the business 
community. 

FUBCHASING POWEE PAEFFY. During the War, when most coim- 
tries departed from the time-honoured gold standard and issued 
mconvertible paper currenaes, the old theories of exchange move- 
ments became inapphcable. In explanation of the new conditions, 
Professor Cassel advanced the Purchasing Power Parity theory, 
which, stated briefly, says that the normal rate of exchange between 
any two countries tends to settle at a point which expresses the 
relative purchasing power of the money of those countnes. As 
applied to an inconvertible currency, the theory has been sum- 
marized by Mr. J. M. Ke3mes, in A Tract on Monetary Reform, as 
follows — 

(i) The purchasing power of an inconvertible currency within its 
own country, i.e. the currency’s internal purchasmg power, depends on 
the currency policy of the Government and the currency habits of the 
people, in accordance with the Quantity Theory of Money (2) The 
purchasing power of an inconvertmle currency in a foreign country, i.e 
the currency’s external purchasing power, must be the rate of exchange 
between the home currency and the foreign currency, multiphed by 
the foreign currency’s purchasing power m its own country. (3) In 
conditions of equilibrium the internal and external purchasing powers of 
a currency must be the same, allowance being made for transport 
charges and import and export taxes; for otherwise a movement of 
trade would occur in order to take advantage of the inequality. (4) 
It follows, therefore, from (i), (2), and (3) that the rate of exchange 
between ^e home currency and the foreign currency must tend in 
equihbrium to be the ratio between the purchasing powers of the home 
currency at home, and of the foreign currency in the foreign country. 
This ratio between the respective home purchasing powers of the two 
currencies is designated their "purchasing power parity." 

The mint par is a comparison of quantities of gold, but the 
purchasmg power parity is a comparison of certain kinds of com- 
modity pnces. 

The theory still apphes when the countries concerned are on a 
gold standard basis. The value of gold, in other words its general 
purchasmg power, cannot vary to any considerable extent between 
two centres without causing a flow of gold from the point where it 
is less valuable to that where it is of greater value. In speaking of 
purchasing power in connection with this theory, we have to con- 
sider the price levels only of those goods entering into international 

21— (6075)0 
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trade; goods and services for domestic consiunption do not enter 
into the calculation. It •wdl he the change in the price level of 
goods which enter into foreign trade which will detennme whether 
gold will move to adjust differences. Secondly, due allowance must 
be made for transport charges, and import and export duties, as 
these, by restricting the free movement of goods, create artificial 
differences in price levels. Purchasing power parity is, therefore, a 
variable figure, changing with price levels. 


TEST PAPER 12 

I. Show how bills of exchange operate so as to bridge over time and 
apace, and to facilitate exchanges between foreign conntnes. 

а. '’^Foreign trade is really barter.” Explain this statement, and 
describe the functions of money in mtemational commerce. 

3. Explain accurately what is meant by the Mint Par of Exchange, 
and show how fluctuations in the foreign exchanges may occur 
between two countries on the same standard. 

4 'What part do Bills of Exchange play in international trade 7 How 
is rile price of a Bill of Exchange determined ? 

3. Distinguish between of Exchange and Rate of Exchange Ex- 
plain why the Rate of Exchange is a variable rate. 

б. " The amount of deviation firom par of the chief European exchanges 
IS a measure of the strengrii, eitiier united or counteractive, of two 
distinct forces — ^relative indebtedness and the relative value of 
money," Expand and e^lain this statement. 

7. What do you mean by the "Foreign Exchanges”? When is an 
exchange said to mo ve in England’s favour ? Show that an unfavour- 
able exchange is equivalent to a tax on imports. 

8. How is the rate of exchange between England and France deter- 
mined ? What principal factors cause the rate to vary ? 

9. Explain the terms "favourable” and "unfavourable" in connection 
wiifi the Foreign Exchanges, and also the saying: "high rates axe 
for us, and low rates against us." 

10 What probable causes set the exchanges between London and New 
York against London? By what means, and to what extent, can 
such unfavourable exchange be altered? What are its chief conse- 
quences to trade and indnsby? 

11. £1 what sense and to what extent is it true to say that the foreign 
exchanges are "self-adjustmg”? Illustrate from the present or 
recent movements of the exchange between London and any other 
centre. 

12. What facts concerning the London-New York exchange would yon 
deduce from a statement m the newspapers to the effect that a 
shipment of gold from the U.S.A. has been received at the Bank 


of England? 
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13. Explain what is meant by Gold Points. Discuss in your answer 
whether actual rates of exchange ever rise above or fall below 
specie or gold point. 

14. Explain the working of the Gold Point Theory of the exchanges, 
contrasting pre-war and post-war conditions. 

15. Give a critical account of the Purchasmg Power Parity Theory of 
the foreign exchanges. 



CHAPTER XIII 

FINANCIAL CRISES 

Economic activity is directed towards the production of goods and 
services which -wffl satisfy human want. Now, human wants in 
respect of certain types of goods are fairly constant, as is the case 
with the necessities of life— food, clothing, and shelter— but with the 
advance of civilization the range and complexity of wants mcrease. 
This r aising of the standard of life is, however, a comparatively slow 
process, so that one might expect that any changes to which it 
might give nse would easily be made. Further, the growth of 
population causes an increased demand for goods, but here, again, 
the process takes place so slowly that it might be assumed that 
adjustment would be a relativdy simple matter. In practice, we 
find that the course of industrial production shows no such stabihty, 
and that, quite apart from natural causes outside the control of 
man— such as earthquakes causmg the destruction of wealth, or fine 
weather causing an exceptionally good harvest — the whole trend 
of economic production is subject to violent fluctuations. Modem 
communities find themselves placed in circumstances which have 
called forth scathing cntidsm from social reformers. We see the 
spectacle of a nation with a large amount of productive equipment 
standing idle, capable of tummg out large quantities of economic 
goods, whilst, on the other hand, we have hundreds of thousands 
of people seeking vainly for work and in desperate need of these 
same goods. At one time, we find the industnes of a country 
workmg at high pressure, turning out a constant stream of goods, 
which are promptly absorbed by consumers. A few years later, these 
same industries are in a languishing condition with few orders. 

The consumers may be stiH there and so is the productive equip- 
ment, but something has occurred to upset the workmg of the 
economic process. 

This phenomenon, known as the Trade Cycle, has attracted an 
increasing amount of attention in recent years, but, despite the large 
amount of research which has been directed to the problem, it still 
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remains one of the unsolved m3isteries of economics. The trade 
cycle relates not to a particular industry, or even to a group of 
industnes, but is a phenomenon which affects economic activity as 
a whole. In the very nature of things, progress must bring change, 
so that at any given moment certain mdustries will be expanding 
whilst others are declining. Thus, the rayon industry, which, m the 
Census of Production in 1907, was of such iiunor importance that 
its output was not shown separately from that of real silk, increased 
its production sevenfold between 1912 and 1924 On the other 
hand, the development of loose-leaf ledger systems, and the mechan- 
ization of the book-binding mdustry, has considerably changed the 
nature of the trade and restricted its activities in certain directions. 
In other cases, again, an mdustry may dechne and then undergo 
enormous expansion as the result of some new discovery. The gas 
mdustry, for example, dechned when first faced with competition 
from electricity, but with the invention of the incandescent burner, 
took a new lease of life. Such fluctuations as these cover but a 
restricted portion of the industrial field and are inseparable from 
economic progress. But the trade cycle is widespread and, although 
its mcidence may be unequal, its influaice is practically imiversal 
since, if it does not create actual depression m any particular case, 
it probably retards progress. 

COMPLEXITY OP ECONOMIC OBOANIZATION. The predominating 
characteristic of modem industry and commerce is speciahzation, 
but this, of necessity, involves a high degree of interdependence. 
The mere fact that one person or one business enterprise concen- 
trates upon a single stage of production implies that someone else 
IS engaged upon the preceding and the subsequent stages of the 
same process. More than this, it implies that others, again, are 
catering for the needs of the first set of producers. No mdustrial 
series is self-sufficing That sequence of industnal units which con- 
stitutes what we term the " Cotton Industry " — the Liverpool 
Cotton Market, spinnmg section, weaving section, finishing, packmg, 
merchandismg — ^is in its turn dependent on other similar chains of 
enteipnses for its needs, such as buildings, machinery, fuel, trans- 
port, professional services, and the like. 

Broadly speakmg, this interdependence of economic organiza- 
tions is of a threefold nature. There is what might be termed 
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techiucal interdependence — ^the dose relationship which exists be- 
tween a chain of business undertakings, each performing one stage 
of production in an industry. Thus, we have the cham already 
mentioned constituting the cotton industry, or, again, we have 
another chain termed heavy engmeering— uron and steel works, 
rolling mills, engineering works — ^whilst these two series intersect 
in a specialized textile engineering branch. But apart from technical 
interdependence, there is a second tie of even greater importance, 
that of commercial relationships. The movement of goods between 
one section of an industry and another, or from one industrial group 
to another, is brought about by a series of commerdal contracts 
for the purchase and sale of goods. Every business undertaking 
stands in this twofold relationship; to one section of the business 
community it is a source of supply, to another it represents a 
market. It follows, therefore, that a setback in one portion of the 
industrial field is likely to find speedy reflection elsewhere. The 
complicated system of credit upon which so many important trans- 
actions are based makes a disaster to one unit a menace to many 
others. 

In addition to these commercial tics with concomitant financial 
obhgations, we may recognize a further set of relationships which 
are purely financial in origin. The joint-stock form of organization 
which is t3?pical of modem business, lends itself to a dose inter- 
locking of interests. Not only may one individual hold shares m a 
large number of undertakings, but one business can hold some or all 
of the share capital of another. Thus we find a network of inter- 
connected finandal interests of extreme complexity — ^the Royal 
Mail group in the shipping industiy constitutes a notable example 
of this tendency. In another sphere we find the Unilever combine, 
with its international ramifications and elaborate financial connec- 
tions. In this business, which constitutes one of the biggest amal- 
gamations in European history, there is brought under a single 
durection, so far as trading policy and finance are concerned, a group 
of companies performmg a wide range of functions, extending from 
the production of vegetable oils in the Tropics to the catching of 
whales in the Antarctic; from the manufacture and marketing of 
margarine, soap, perfumes, and catfle foods, to the retailing of 
groceries and the keeping of fish shops and restaurants. In speaking 
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of such webs of finanaal relationships. Dr. Wesley C. Mitchell, in 
his work Business Cycles, sa3ra — 

The tangle of financial relationships among business enterprises which 
has arisen from the prevalence of corporate organization is so com- 
plicated that it never has been, and perhaps cannot be, adequately 
represented in figures. Many corporations axe owned, in whole or in 
large part, by some parent company or holding concern. In other 
cases, formerly independent enterprises have cemented a financial alli- 
ance by exchanging stocks. In stili other cases, two or more compames 
are owned largely by a common group of stockholders. Some of these 
financial bonds are close and permanent, others are loose and shifting. 
The reasons for the financial alliance, whatever its form, are sometimes 
far from obvious — ^business makes strange bedfellows as well as politics. 
The alliance may be used to safeguard the interests of all the partici- 
pants, or it may result from and be used to enhance the power and 
profit of some preponderating interest. 

In addition to its specialization, with the interdependence of its 
branches, a further characteristic of modem industry is the fact 
that it produces for a market m anticipation of demand. In a 
complex system, such as that whidi we have described, no single 
undertaking can afford to wait for actual orders before commencing 
production. To take one example, the world cannot afford to wait 
for ships to be constructed when it has large stocks of raw materials 
and foodstuffs awaiting transportation. The construction of a large 
steamship may take an5d;hing from twelve months to two years, 
so that it win be evident that building must be commenced at least 
this time ahead of anticipated demand. Prior to this, the iron and 
steel works, engineering factories, and all the other adjuncts of 
shipbuilding must contribute their quota of supplies — so that the 
whole chain of production may stretch over a considerable period 
of time. The same phenomenon may be observed in every industry 
working on modem hnes, though the process may not be of such 
long duration. The point now arises that production undertaken 
in advance in this way is utterly useless and wasted if the demand 
fails to materialize. Every entrepreneur must forecast the future 
trend of markets, and the degree of accuracy of his forecast will 
serve as a measure of his success in busmess. His forecast wiU have 
to give consideration to two dements — ^the nature of the goods 
which he considers wiU be required, and the quantity of them which 
will be demanded, though the relative importance of these two 
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factors will vary with the nature of the industry m question. In 
certain branches of production makmg those t3q)es of goods which 
are counted as necessities, it is known that a demand for the product 
must exist, but the problem of the magnitude of this demand 
remains to be solved. 

When, however, we come to consider the " luxury ” articles, we 
are confronted by the double problem of what to produce and the 
quantity which the market will absorb. It is in this class of pro- 
duction that we find the competition of one industry agamst another, 
even though they be dissimilar in their nature. The market for 
wireless sets may expand at the expense of that for gramophones; 
rayon products may displace the finer counts of cotton goods, 
whilst the caprice of demand may. in a veiy short time indeed, 
convert a prosperous industry mto one which is declinmg. Hence 
the uncertainty of demand, which is felt in every branch of industry 
to some extent, accentuates economic instability. 

When, therefore, we consider the ramifications of economic organi- 
zation, and the fact that large numbers of entrepreneurs are workmg 
with but scanty knowledge of the plans of one another, it is not 
surprising that economic activity experiences fluctuations. There 
is no such thing as the “ government ” of mdustry, and " nothing 
but direct intervention of Providence would suffice to make pro- 
duction adjust itself perfectly and instantaneously to the world’s 
needs.” As one writer has said^ 

This intricate system has been built and is maintained by the work 
of thousands of men, of keen but limited vision, each working within 
his own special sphere, each normally seeing and knowing only his own 
and the immediately adjacent territory. . . . Smce the rude shock of 
war broke this ma(^me the world has been looking for the supermen 
who made and controlled it, for those who understood it both in its 
basic principles and its infinite detail, and could therefore re-fashion 
and re-model it to the new conditions It has not found them. They 
do not exist. 1 

TYPES OF ECONOMIC PIUCTUATIONS. Fluctuations of economic 
activity are by no means uniform in their mcidence, and, by an 
examination of the fidd of industry which they cover, we may 
recognize at least three t3ipes. As already pointed out, static con- 
ditions cannot prevail in mdustiy for any length of tune. Certain 
‘ Salter- Alhed SMpptng Control 
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industries are expanding whilst others are tending to decline. Again, 
as it is with industries as a whole, so it is with the individual enter- 
prises of which they are composed. New units are continually 
being brought into existence whilst others are ehminated, thereby 
causmg an ebb and flow of economic activity which is purely local 
m nature. 

More clearly defined than the foregomg are the seasonal fluctua- 
tions which are a well-recognized feature of certain trades. Detailed 
inquiry has shown that it is almost the exception rather than the 
rule for any trade to maintam fairly equable activity throughout 
the year The causes of these seasonal variations of activity have 
been ascribed either to climate or to convention. Thus, climatic 
control governs the periods of growth of crops, whilst, mduectly, 
it influences many branches of production by determining the 
clothes which we wear, our sports, the amount of fuel which we 
use, and the occupations which may be followed. A frequently 
quoted example of the influence of dimate upon an industry is the 
case of the building trade, which, from December onwards, shows 
increasing activity, employment attaining to a maximum in August 
and thereafter steadily declining. Conversely, coal miners find their 
slackest penod in the warmest months of the year. Conventional 
causes of seasonal fluctuations arise particularly m connection with 
recognized festivals and holidays. Hence, we find active retail 
buying before Christmas, or a boom in dressmakmg in May and 
June at the height of the London season. It may be said that — ■ 

There is, as the Board of Trade is able positively to testify, no month 
in the year in which some great industry is not at its very slackest, 
and equally no month in the year in which some great industry is not 
at its very busiest. Thus, taking the actual facts of the last ten years, 
whilst January is the slackest month m iron mimng and the furnishing 
trades, it is actually the busiest at the docks of London and other ports 
(except those dealing with the Baltic), and one of the busiest for coal- 
mining , in February the plumbers have most unemployment, but the 
paper-makmg trade is at its briskest, in March and April the coopers 
are at their slackest, but the steel smelter and the great industries of 
the textiles and multifarious furnishing trades are busy ^ 

Finally, we have fluctuations of a more widespread character and 
of longer duration, and it is to these alternating periods of general 
prosperity and general depression that the term “ trade cycle ” is 
1 Seasonal Trades, edited by Sidney Webb. 
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applied. These conditions existed even before the Industrial Revo- 
lution, but, for the most part, have been attributed by econoimc 
historians to famines, outbreaks of the plague, wars, civil disorders, 
irregularities of public finance, or high-handed acts of government. 
In other words, prior to the industrial era, non-economic factors 
may have played the most important part in producing fluctuations 
of this nature. In the absence of reliable statistics it is impossible 
to submit this view to any searching test. It cannot be doubted, 
however, that alternating periods of good and bad harvests exerted 
an mfluence of considerable importance in an agncultural com- 
munity. 

Since the time of the Napoleonic Wars, the recurring periods of 
boom and depression appear to have become more frequent and 
more regular. The mfluence of harvest conditions would appear to 
have grown less with the increase in the relative importance of 
manufacturing industries. Indeed, from such evidence as exists, it 
seems that the trade cycle as we know it is primarily a phenomenon 
of large-scale enteiprise, and that mdustries which are characterized 
by small-scale organization, such as farming, suffer less from the 
trade cycle than large-scale busmess such as manufacturing, railways, 
or mining. 

In passmg, we may note yet another type of fluctuation which 
occurs over long periods of time. During a period of, say, twenty 
years, there may be a general t«idency for the average production 
of a large number of commodities to increase. In such circumstances 
the general secular trend would be upwards. Yet, detailed examma- 
tion of statistics relating to different industries would reveal ten- 
dencies differing considerably from the general trend. Thus, although 
production in general has increased, the production of some com- 
modities may have fallen. Again, in the course of the same period 
a number of marked cyclical fluctuations may have occurred. The 
causes of these secular trends have been classified by Dr. HitcheU 
under the following headings — 

1. Causes rdated to changes in the number of the population. 

2. Causes rdated to the economic efiBidency of the population — 
its age, constitution, health, education, technical knowledge and 
equipment, methods of co-operation, methods of settling conflicts 
of interest, and many other matters. 
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3. Causes related to the quantity and quahty of the natural 
resources exploited by the population. These causes are, in 
themselves, extremely complex, and, broadly speaking, we may 
say that the secular trend is an indication of social progress or 
retrogression. 

NATURE OP THE TRADE CYCLE. Although it is true to say that 
no two examples of the trade cycle are identical in then charac- 
teristics, yet all possess certain resemblances which are funda- 
mentally more important than the differences. It will, therefore, 
be desirable at this point to outline the salient features of the cycle. 
In an unending movement of this description, it is impossible to 
find any point which may logically be described as the begmning or 
the end of the cycle. Each phase may be regarded as the outcome 
of that which preceded it. It is possible to distinguish a number of 
distinct phases of the cyclical movement, even though these blend 
one into the other. These have been named in various ways, but, 
following Dr. Mitchell, we may call them m the order of their 
occurrence. Revival, Prosperity, Recession, and Depression. Since 
we must select an arbitrary point for commencing our examination, 
let us take the period of revival 

At such a time, the business world is emerging from a period of 
depression and bad trade. The precise reasons why depression 
should be succeeded in this way by revival are complex in the 
extreme, and, in all probability, are partly physical and partly 
psychological. A good harvest, a new invention, or the power to 
exploit new natural resources, may prove the turning point, but, 
as a general rule, it is a dfficult matter to ascribe revival to any 
single cause. Certaia features, however, are present, tendmg to 
facilitate revival once the primary impulse has been given. The 
financial entanglements and over-capitalization which become 
strongly evident during a depression, have been overcome; bad 
debts have been written off and inflated capital written down. 
Many of the more inefficient firms have been eliminated, either by 
liquidation or through absorption by their more successful com- 
petitors. Industrial waste of all kinds, which is apt to pass un- 
noticed during a period of prosperity, has, by this time, been 
reduced. The same process of economy has also reduced the over- 
head charges, whilst wage rates have fallen to a relatively low level. 
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At the same time, the competition for employment has caused an 
improvement in shop discipline and advanced the general efQciency 
of labom. 

From the standpoint of finance, floating capital is plentiful, and, 
as many of the directions in which it usually finds employment are 
closed, bank deposits tend to accumulate and rates of interest to 
fall. The excessive stocks of commodities which, in time of depres- 
sion, choke the channels of distribution, have been gradually cleared 
away, and, as they have not been augmented by further production, 
there may arise a threat of shortage which stimulates productive 
activity. Consumers who have been obliged to reduce their standard 
of living durmg the slump, m the long run are obliged to replace 
such articles as clothes or furniture. This tendency causes a certain 
stimulation of trade. Thus, industry as a whole is placed upon a 
competitive basis, whilst the demand of consumers shows signs of 
revival. At the outset, however, competition for orders remains 
keen and there is no appreciable rise in prices, but the larger volume 
of production enable firms to spread their overhead charges and to 
reduce the cost per unit of output. More important than this, the 
revival creates a spirit of confidence, which, in itself, serves to 
stimulate business. Plant which has hitherto been employed at less 
than its full capacity now becomes fully active to cope with the 
increasmg demand, and may even prove madequate to do so. At 
the same time, rismg pnces, taken m conjunction with a tendency 
to lower costs of production, will create an attractive level of profits 
in certain trades. New capital will be attracted to the industry, 
both in extension of existing busineses and also in the creation of 
new competing units. Hence, as an accompanying phenomenon, 
we find an extension of activity in the constructional trades which 
deal mainly with the provision of capital equipment. 

It must not be inferred from this statement that these tendencies 
are uniform over the whole industrial field. It is inevitable that 
they should affect certam trades to a greater extent than others, 
and leave some quite imchanged. Trades which have entered upon 
a permanent declme in importance wiU be but little affected ; whilst 
certam branches of activity will be found to flourish in the midst 
of deep depression elsewhere. Indeed, the uneven incidence of 
economic fluctuations in the different parts of the mdustrial field 
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constitutes one of the worst effects of the trade cycle. As Professor 
Pigou points out in an essay— 

The trade cycle, as we know it, involves, not merely an absolute 
oscillation in the demand for labour m all industries collectively, but 
also a relative oscillation as between different industries Thus, in periods 
of depression, the contraction of demand is much larger in the engineer- 
ing, shipbuilding, and other constructive industries, than it is in mdus- 
tries devoted to the manufacture of consumable goods This fact, 
coupled with the fact that workpeople cannot move freely from one 
occupation to another, causes reserves, or pools of labour, to accumu- 
late round the fluctuating occupations sufficient to meet their needs in 
good time and, therefore, more than sufficient to meet them in bad 
times ^ 

In consequence, we find a permanent maldistribution of labour, 
constituting a very grave social evil. 

The cycle now enters upon the " boom ” period proper. Prices 
continue to rise and buyers, in anticipation of further rises, precipi- 
tate them by purchasmg freely and by placmg contracts which are 
beyond their real needs. The productive capaaty of industry 
approadies its limits, and deliveries become increasingly difficult 
to guarantee. Prices are rising, but, at this stage, costs of production 
tend to nse even more rapidly. In the first place, the prices of raw 
materials show a more than proportionate increase, whilst the rise 
in the cost of living leads to mcreasing pressure from labour for 
higher wages At the same time, remunerative prices cause obsolete 
plant to be kept m operation on an uneconomic basis, whilst the 
constructional costs of new plant are heavy, and capital so invested 
bears high rates of interest. Thus, costs of production rise sharply, 
whether we consider matenals, labour, or overhead charges. But 
these mcreased costs are becoming very much more difficult to cover 
by raising prices to consumers. Production is showing visible signs 
of outstripping demand, and, in so doing, is depressing prices. 
Manufacturers, instead of undertaking further extensions, try to 
consolidate their positions, with the result that activity in the 
constructional trades experiences a setback. The marketing of goods 
being earned on largely on the basis of borrowed capital, becomes 
increasingly difficult, as rising interest rates increase the price of 
such accommodation. Dealers with large stocks on their hands try 
to unload them, so that prices show a tendency to fall , 

^ Contributed to Is Urtemploymeni Inevitable ; 
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The business world now becomes a prey to uncertainty. Ventures 
which have been undertaken with a prospect of good returns meet 
with less success than anticipated, and apprehension follows swiftly. 
At this stage, certain enterprises rashly conceived in a period of 
boommg trade, are compelled to suspend operations and go into 
liquidation. The business community as a whole seeks to consolidate 
its position by the liquidation of stocks and the accumulation of 
cash This causes prices to drop sharply, both by increasing the 
queintity of goods seeking a market and also by curtailing the 
money available as purchasing power. The fact that this course of 
action is being followed m the merchanting section of the business 
world has repercussions in the industrial sphere. Manufacturers 
slow down their operations or suspend work altogether, so that, in 
consequence, the volume of unraaployment increases. Falling prices, 
which are one of the characteristics of this stage, still further cripple 
business activity, as we have ^own elsewhere, by increasing the 
burden of fixed charges. Of the items of cost which an industrial 
producer has to face, that of raw materials usually will have shown 
the greatest decline, but even this advantage may be offset by the 
fact that a manufacturer has entered into forward contracts for his 
materials, and, until these expire, he can reap no benefit. 

The other item which figures largely m the expenses of produc- 
tion-labour cost— wiE also be adjusted during this phase, although 
with greater difficulty than m the case of raw materials. The fall 
in prices will lead to pressure from onployers to enforce lower rates 
of wages, and this will be resisted by the workers, who consider 
that their standard of living is being threatened. Adjustment of 
wage levels will occur more slowly on account of the fact that the 
" cost of living,” as measured in teams of retail prices, falls more 
slowly ttia u the level of wholesale prices. Further, as we have 
already noted in our discussion of wages problems, the whole process 
of adjustment may be rendered more difficult by Government mter- 
ference by grh RTUfta of unemployment insurance. In this connection, 
however, it is dangerous to draw hasty conclusions as to the benefits 
which may be derived from wage reductions — 

It is impossible to calculate in advance what increase of employment 
could be expected from a given average reduction of wages. But the 
relation of the one to the other might disappoint the expectations of 
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many people, inasmuch as a false analogy is often drawn from the 
obvious great advantages to an individual employer of a reduction of 
the wages which he has to pay. For each employer perceives quite 
clearly the advantages he would gain if the wages which he himself 
pays were to be reduced, but not so clearly the disadvantages he would 
sufier if the money incomes of his customers are reduced. Just as it 
IS to the advantage of each producer that every produce should be 
cheap except his oivn, similarly it is to his advantage that all costs and 
wages should be high except tiiose which he himself mcurs — since the 
demand from his product comes from the incomes which are paid out 
as costs by other producers.^ 

THEORIES OF THE TRADE C¥CLE. On account of the complex 
nature of the phenomena connected with the trade cycle, there have 
been put forward a large number of theories to account for them. 
So far as modern writers are concerned, the question at staJce is 
mainly one of emphasis — ^to which of the numerous factors involved 
in cyclical fluctuations are we to ascnbe prime importance ? Amongst 
the chief explanations, we may note the following — 

1. Physical Theories. Under this headmg we have to consider such 
causes as variations in the yield of crops, discovenes of new mineral 
deposits, inventions, and improvements. Probably one of the best- 
known theories falling under this heading is the " sun spot " theory 
of Professor W. Stanley Jevons, who sought to prove that, as 
variations m solar energy play an appreaable part in causing varia- 
tions in harvest yield, they would indirectly affect every field of 
economic production and give rise to cyclical fluctuations. This 
theory is now generally discredited, owmg to the failure of the 
sun spot cycle to coincide with the trade cycle. Nevertheless, the 
importance of crop variations has received attention from such 
writers as Professor H. L. Moore. A large harvest results usually 
in a fall of pnees of agricultural produce, and so sets free purchasing 
power for the buyers of such products, which will result in changes 
of consumer demand. 

Taking another point of view, Schumpeter stresses the importance 
of new discoveries and inventions, the development of new forms 
of industrial and commercial organization, and the exploitation of 
new resources. Busmess enterprise has to adapt itself to the new 
conditions, but during this period of readjustment, progress slows 
down and we have a period of depression. When the adjustment 
^ Addendum I, Report of the Committee on Finance and Industry. 
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has been made and a new equilibrium has been reached, the economic 
process functions smoothly once more and prosperity returns. 

2. Psyehological Theories. Under the complex organization of 
modem industry, the interval between the initiation of production 
and final consumption is often so great that business men are 
obliged to plan their activities, not on existing conditions, but on 
estimates as to the conditions which will prevail at the time when 
the goods will be ready for dehvery. This circumstance gives rise to 
an opportumty for the intervention of psychological infiuences 
which, in the words of Professor Pigou, " consist in variations in 
the tone of mind of persons whose action controls industry, emerging 
m errors of undue optimism or undue pessiimsm m their business 
forecasts. ’ ’ These psychological factors may be induced m a number 
of ways — ^by good harvests, new inventions, or by the conclusion of 
a successful piece of business — ^but usually they may be sought in 
the complex interplay of a large number of events. The important 
factor is this : that confidence and imstrust are contagious, so that 
a small movement may rapidly assume large dimensions as a result 
of the psychological influence which men have upon their fellows. 

A change m tone of one section of the business world communi- 
cates itself m an irrational manner to other sections of the business 
community. An error of over-optimism, therefore, spreads and 
may give rise to economic activity in quarters far removed from 
its source. Such miscalculations tend to become increasingly fre- 
quent as a trade boom approaches its climax, and, when the opti- 
mistic expectations of business men fail to be realized, a crisis occurs 
and with it a psychological reaction. Optimism is displaced by 
extreme pessimism— the busmess outlook appears much blacker 
than it actually is, so that depression settles heavily upon the 
economic world. 

8. Monetary Theories. In the view of those who adopt this explana- 
tion of the trade cycle, existmg bankmg institutions and practices 
cause an inherent tendency towards fluctuations. Upward and 
downward movements of productive activity are always accom- 
panied by upward and downward movements of prices. The expan- 
sion of industry is conditioned by the facilities available for obtainmg 
bank credit. During a trade depression we find large cash balances 
in the hands of the banks which no one has sufficient confidence to 
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employ in production. This over-accumulation of bank reserves 
induces bankers to lower the rates at which they are prepared to 
lend. Borrowing is thus encouraged and, under the stimulus of 
easier credit conditions, production expands. As the upward move- 
ment continues, there are more and more insistent demands for 
bank credit in order to meet the increasing expenses mcurred m 
production. Sooner or later the movement leads to an undue fall 
in the level of bank reserves, and the banks are compelled to raise 
their interest rates, and so check the expansion of credit. Usually, 
however, the movement has been allowed to go too far, so that a 
severe contraction of credit is necessary, and this turns the tide of 
business from a boom to a recession, culminating in depression. 

REMEDIES rOE THE TRADE (nfCLE. Although the number of 
trade cycle theories is legion, it is common ground amongst econo- 
mists that one of the root causes is the uncertainty of economic life 
and the lack of knowledge, not only of events in the future, but of 
current tendencies. Hence, one of the first steps towards a solution 
of the problem is an improvement of the available data upon which 
any intelligent appreciation of the economic situation and tendencies 
must be based. In this connection it has been suggested that the 
following information is essential— 

1. The course of prices. 

2. The volume of production of important commodities. 

3. Stocks of leading commodities. 

4. Quantity as well as value of foreign trade. 

5. The consumption of material, to be gauged partly by a study of 
the preceding three series of figures. 

6. The consumption of fimshed goods, including figures of the turn- 
over of retail trade. 

7 Up-to-date anal3rsed information as to railway traflic. 

8. Unemployment statistics m detail 

9. Wage movements. 

10. ^e quantity of legal tender money in circulation, whether 
metallic or paper, and the situation as to gold reserves. 

11. Quantify and rapidity of circulation of bank money. 

12. Shippmg statistics, inclndmg freight rates,^ 

Statistics, of course, do not provide a solution, but by their aid 
competent observers can assess the economic situation at something 
approaching its true value. Economic policies cannot be wisely 
decided unless future economic probabilities are carefully analysed. 
Is Unemphyment Ifimitable? 
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and such analysis is impossible without adequate statistics of 
existing conditions. The greater the amount of reliable data avail- 
able, in respect of ciurent conditions, the more accurate will be 
the forecasts as to the future, and the greater the number of people 
who act in accordance with that information, the steadier will be 
the course of economic life. 

The nature of the remedy which it is proposed to apply will 
obviously vary with the diagnosis of the cause of the trouble. The 
psychological errors of optimism and pessimism arising, as they do, 
from the imperfections of human knowledge, are less liable to 
occur when more comprehensive and accurate economic information 
is available. If monetary control is needed, then such information 
once more affords valuable guidance, although it stUl remains to 
solve the problem of when the banks should exert their influence to 
increase or to check credit expansion. Those influences which we 
have termed " ph3reical ” causes of the trade cycle are probably 
the most difficult to deal with. The yield of crops, for example, can 
be controlled only in a very rough-and-ready manner. We can 
limit the acreage which is brought under cultivation, but the yield 
from that area is a much more uncertain matter Scientific fore- 
casts of crops, combined with " organized ” marketing, may ulti- 
mately provide a solution, but at the present day crop forecasts 
are often distressingly removed from reality, whilst organized 
marketing schemes have a history which is far from happy. 

The influence of new inventions and changes of consumer demand 
present even greater difficulties, and are almost certain to cause 
some temporary dislocation, whilst the econoimc organism is ad- 
justing itself to the new conditions. In the immediate future, at 
all events, the most that can be hoped is that such disturbances 
will be reduced to a minimum, even though it is impossible to 
eliminate their full effects. 


TEST PAPER 13 

1, Explain how the complexity of modem economic (Wganization gives 
rise to the Trade Cycle. 

2. Distinguish between Seasonal and ^chcal movements in trade, 
and show the importance of the distinction when dealing with the 
problem of unemployment. 
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3. Is there, in your opinion, much waste of effort and resources in our 
society at the present tune ^ Discuss causes and remedies as fully 
as you can. 

4 Examine the view that large-scale production leads to a periodic 
over-estimation of demand which is the direct cause of the trade 
cycle. 

5. What IS meant by saymg of a particular industry, for example, 
agriculture or shipbuilding, that it is depressed, and what kinds of 
causes may bring about such a condition? 

6. What do you thmk should be understood by commercial " crises " ? 
State briefly the causes of such crises. 

7. " The Credit Cycle seems to be the effect of monetary condibons 
upon human psychology " How far do you consider this to be an 
adequate explanation of economic fluctuations ? 

8. The world is said to have suffered from general trade depression 
during 1930. Explam the meanmg of this statement, and also the 
causes that give rise to trade depressions from time to time. 

9. "A study of past disturbances leads to the conviction that no 
senous depression has occurred which was not preceded by loud 
warnings." What is the nature of these wanungs of economic de- 
pression, and what action would you suggest should be taken when 
they axe observed ? 

10. Write a short account of the principal theories which have been 
advanced in explanation of the trade cycle, 
n " Unemplo3mient is the suitable measure of the trade cycle, and the 
chief reason for controlhng it.” Discuss this statement 
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ELEMENTS OF PUBLIC FINANCE 

Hitherto we have been dealing with the financial activities of 
individuals or groups of individuals, and have considered those of 
the State only in so far as they react upon private enterprise. Thus, 
in dealing with the money market, we saw how Government opera- 
tions in Treasury biUs have modified its functioning in modem 
times. We have now to examine more closely the nature of the 
financial operations of the State — ^the manner in which it raises its 
income and how it spends it — smce these questions have now come 
to occupy a vital part in modem economic life. In Great Britain, for 
example, where the Budget expesnditure exceeds £700,000,000, of 
which more than one-third is attributable to interest on debt, the 
importance of the subject of public finance needs no emphasis. 

We may consider the State as an institution which has developed 
on account of the necessity for collective action in the satisfaction 
of certain human wants. It consequently has certain elements in 
common with other economic units constituted for a similar purpose, 
though in more restricted fields of activity, such as the family, 
churches, clubs, and other associations It resembles in many 
respects the private household, although it preserves its peculiar 
character by reason of the fact that its field of activity is far wider 
than that of the household, and it has control of resources which 
are not accessible to the private individual. Whilst, in the household 
of the individual, the acquisition of revenue determines the scale of 
expenditure, in the case of the State, the magnitude of the expendi- 
ture will largely determme the revenue. Again, the perpetual 
nature of the State as an economic unit throws a heavy burden of 
responsibility upon those entrusted with the administration of the 
public finances, for they must adopt a course which will not only 
satisfy current requirements, but which will also not impose an 
unfair burden upon future generations. It is to be feared that 
modem finance ministers have paid far too little attention to this 
aspect of their duties. They have looked to the immediate need of 
331 
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the moment, and have been inclined to let the future take care of 
itself. The private individual or the business undertaking cannot 
afford to do this — 

An individual company usually bono-ws with a careful consideration 
of the consequences, which must fall directly on those who direct it 
The lender is also more cautious because his security depends on the 
limited and calculable resources and prospects of the borrower More- 
over, if the transaction proves a bad one, the consequences are restricted 
both in range and in time The mdividual dies and no heir is legally 
saddled witt a net hability; the company goes bankrupt, and its 
msolvency does not destroy &e credit of others 

But when the borrower is a Government, default affects the credit 
of the whole nation and every mdividual concern in it. Moreover, there 
are the dangers of both a short and a long expectation of life. Too often 
the contracting minister tbmks largely in terms of his probable tenure 
of office, which is usually short, rather than that of the loan. But if 
pohtical life is shorter than personal hfe, the nation which bears the 
burden is immortal, and the charges of a rashly-negotiated loan may 
extend over generations 

The problems of public finance have assumed greater importance 
than ever during recent years. The Revolutionary and Napoleonic 
Wars of the early nineteenth century strained the public finances of 
that period to an incredible extent, but the difficulties of those days 
were nothing in comparison with the effects of the World War, for 
where thousands of pounds were spent in the first case, millions were 
spent in the second. Both victors and vanquished have had to 
find an entirely new basis upon whidi to build, and greater sacrifices 
have been demanded of individuals. 

EXFENDITUBE OF THE STATE. The modem development of 
State expenditure continues to depend upon the extension of 
governmental activity. In all countries, even before the War, there 
was a gradual growth in the scale of public expenditure. The 
greatest increase in this expenditure took place in regard to the 
sums spent upon armaments, both on land and on sea. This growth 
in the magnitude of public expenditure attracted attention to this 
important side of public finance which most writers on the subject 
had previously neglected. So kmg as public opinion held that the 
principal duty of government was the maintenance of law and order 
at home and the defence of the community from external aggression, 
then State expenditure was pushed down to an irreducible minimum. 

^ Sif Arthur Salter, Rgcooeiy. 
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The view that national expenditure ought to increase in proportion 
to the spread of wealth was one that received but scant sympathy 
from orthodox Victorian finance. But the changing current of 
economic and social life brings new views on the functions of 
government. The modem State has to provide large sums annually 
for the education of its citizens, for social insurance of one kind and 
another, and for direct and indirect assistance to industry and trade. 
In view of these ever-increasing and competing demands upon the 
public purse, a scientific examination of public expenditure has 
become an urgent necessity. When Gladstone said that "good 
finance consists more in the spending than in the collecting of 
revenue,” he enunciated a trath which has too often been forgotten 
or ignored by modem statesmen with disastrous results. 

Writers on public finance have adopted a variety of methods of 
classification in dealing with the various items of public expenditure. 
A summary of these methods of classification is given in the table 
on page 334. The methods which found most favour in the eyes of 
nineteenth century writers were those which considered the benefit 
conferred or the revenue received m return for the services rendered. 
If we examme public expenditure from the standpomt of the benefit 
received, it should be remembered that it is the duty of government 
to act on behalf of the community as a whole Hence, the primary 
objective of public expenditure should be the general benefit and 
not merely that of sectional interests. Yet, the mere fact that a 
given expenditure will result in a general benefit to the members of a 
community is not in itself a sufficient justification, but consideration 
must also be given to the necessity for the expenditure, as well as 
the existing burden of taxation and the economic condition of the 
country. In the case of expenditure which confers a general benefit, 
it is not usually practicable to levy a specific charge for the service 
rendered. We cannot assess the benefit which an individual derives 
from the British Navy or the Police Force, so that the revenue for 
such services must be obtained by some means other than a specific 
charge upon those enj oying the bmiefit. In the case of special benefits 
however, it may be possible to levy a charge upon the recipients in 
proportion to the service rendered. This brings us to the second 
method of classification — according to the amount of revenue 
obtained by the State. In this case we have services ranging from 
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those yielding no return, such as poor relief, to those which are 
"self-balancing,” such as the Post Office. 

A further classification may be based upon the nature of the 
functions undertaken by the Government. Thus, Professor H. C. 
Adams classifies expenditure under three general t37pes of functions 
of public services, namely, protective, commercial, and develop- 
mental. The difficulty in adopting this classification lies in the over- 
lapping of functions which is inherent m the public service, making 
it difficult to determine the proper head to which the various ex- 
penses are to be assigned Items which one person would descnbe 
as protective outlay, another would designate developmental. The 
statistical information collected by the Board of Trade might some- 
times be called commeraal, and at others, developmental A more 
satisfactory division, on the same lines, is that adopted by Professor 
Shirras, who divides public expenditure into two dasses based upon 
the primary and secondary expenditure of Governments. The 
primary expenditure covers those disbursements in respect of 
essential services — ^those functions which every Government must 
perform if it is to merit recognition as such. Secondary functions 
indude everything over and above this irreducible minimum, such 
as sodal services and Government industries. The composition of 
these latter changes with the passage of time, and is never the same 
in any two countries at a given moment. The magnitude and scope 
of these secondary functions will vary with the state of pubhc 
opinion, the degree of prosperity, and the stage of economic develop- 
ment. 

OEDINAEY AND EXTRAOEDINABY EXPENDITDEE. Government 
expenditure may again be considered tmder two headings — ordinary 
and extraordinary expenditure. Although these two terms are self- 
explanatory, there arise, in practice, considerable difficulties m 
assigning given items of expenditure to the appropriate class The 
ordinary expenditure covers the regular items accruing in every 
finanaal period, the total of which remains steady or is subject to a 
known rate of change. Under the same heading, too, are included 
provisions for such expenditure as the construction and repair of 
public btdldings, which occurs only occasionally, but which can be 
predicted with reasonable certainty from past experience. Extra- 
ordinary expenditure, on the other hand, is that which occurs as a 
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result of some particular emergency or unexpected event, so that it 
cannot be allowed for with any approach of accuracy. The most 
frequent type of extraordinary expenditure is that incurred in time 
of war. Yet, as Bastable pointed out, the distinction is a vague one 
and tends to pass away as national budgets grow larger and financial 
estimates more accurate — 

When the outlay is measured by thousands a variation m hundreds is 
serious , but when it reaches milhons, changes of thousands are trifimg, 
besides being balanced through savmgs in some other parts of expendi- 
ture. There is also in modem states a greater facility for foreseemg, and, 
so to say, "discountmg" the future. The refined financial mechanism 
by which pubbc borrowing is earned out enables "extraordmary” 
expenditure for a short period to be transformed into "ordinary” 
expenditure for a long one ^ 

This distinction between ordinary and extraordinary expenditure 
assumes the greatest importance when we are faced with the problem 
of arriving at a decision as to how it shall be met. It is usually held 
that the former should be met from current receipts, that is, from 
taxation and other current resources, whereas the latter should be 
met by the use of public credit or some similar device. Thus, the 
Brussels Finanaal Conference of 1920, in indicating the lines of post- 
war financial reconstruction, said, "Every Government should, as 
the first social and financial reform on which all others depend, 
restrict its ordinary recurrent expenditure, mduding the service of 
the debt, to such an amount as can be covered by its ordinary 
revenue; abandon all unproductive extraordinary expenditure; 
restrict even productive extraordinary expenditure to the lowest 
amount. If the above principles are accepted and apphed, loans 
will not be required for recurrent ordinary expenditure ; borrowing 
for that purpose must cease." 

Here the principle which is to be followed is made quite dear — 
ordinary expenditure must be reduced to such limits that it can be 
covered by current revenue, and only unavoidable extraordinary 
expenditure be met out of loans. The great difificulty again arises 
in assigning given items of e3q)enditure to one or other of these 
dasses. In dealing with the whole question it is fairly evident that 
practical expediency will always play a large part. After the burden 
of taxation has reached a certain level, the Government wiU often 
^ PtAlic Finance 
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tend to resort to borro'wing if a loan can possibly be floated. We may 
reduce the number of cases where extraordinary expenditure can be 
met by borrowmg to three, namely — 

1. Emeigeney Finance. It is permissible to use loans in financing 
an emergency, the cost of whict is so great that taxation alone wiU 
not suffice. Of such emergencies, war is the chief, and is the most 
difficult to finance, since its duration, cost, and extent are imcertain. 
Modem warfare makes tremendous demands upon the resources of a 
nation, and the scale of expenditure is such that it cannot be sup- 
ported by taxation alone. In justifying borrowing for this purpose, 
McCulloch goes so far as to say, "No sacrifices can be too great that 
are required to preserve national security and independence, and a 
loan expended on armies and fleets employed for such a purpose is 
quite as well and profitably employed as if it had been laid out on 
agriculture or in promoting manufactures or trade." This statement 
is so extreme that it defeats its own purpose, but nevertheless in 
times of war the fate of future generations is equally at stake, so 
that on this ground it is only fair that they should bear some part 
of the burden. 

In adopting this attitude we have next to determine what pro- 
portion of the expenditure shall be passed on to future generations — 
in other words, what proportion shall be financed by loans and how 
much by current taxation. Usually it will be found that, upon the 
outbreak of war, funds must be borrowed in order to cope with the 
immediate jump in expenditure. Later, as the machinery of taxa- 
tion can be speeded up, expenditure out of revenue should increase 
to cover both interest charges and also as liigh a proportion of cur- 
rent expenditure as possible. Experience during the Great War 
illustrates the differences of policy. In Germany it was believed 
that a short, intensive campaign would bring victory, so that the 
cost of the War could be defrayed by internal loans which could sub- 
sequently be repaid by indemnities levied upon the vanquished. As 
a result, over 90 per cent of the War expenses were raised by loans. 
On the other hand, in England, taxation increases supplied eventu- 
ally something like one-quarter of the total war expenses. It is 
argued in favour of high taxation to meet the cost of war that such 
a policy will result m more economical expenditure, and will check 
extravagant and unnecessary consumption. Again, reliance on 
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taxation would avoid some of the inflation and high prices which 
loans almost inevitably produce when undertaken on a large scale. 
A policy of taxation, in addition, lightens the post-war problem of 
debt payment, and avoids the long penod of heavy taxation to 
meet the debt charges. 

We may include under this heading the extraordinary expenditure 
which is necessitated in the work of post-war reconstruction in 
devastated areas, where reconstruction charges cannot possibly be 
met from ordinary receipts. The restoration of such regions is of 
primary importance for tlie re-establishment of normal economic 
conditions, so that loans for this purpose have every justification. 

8. Permanent Prodnetire Enterprises, A State may borrow money in 
order to meet the capital expenditure mvolved in the construction 
of productive undertakmgs, such as railways, irrigation works, and 
electricity undertakmgs. The same is true of some expenditure 
which might be classed as "non-productive” m the sense that it 
yields no direct revenue, though it adds to the efficiency and 
ultimately to the wealth of the community, such as roads or public 
buildings. In the case of public undertakmgs of these types, it is 
obviously unfair to ask the taxpayers during a single year to bear 
the entire burden, when the benefits are going to be received over 
a long period of years. On the other hand, of course, in the case of 
commercial enterprises undertaken by the Government, it is neces- 
sary to justify Government participation. An mdustry may some- 
times be publicly owned and managed because it is necessary m the 
interests of the public, but private enterprise is incapable of provid- 
ing the required capital, or is unwillmg to assume the risks involved. 
Thus, in many countries, the State ownership of railways was 
occasioned by these factors. When, however, we enter the field of 
activity which is, or has been left to private enterprise, then we 
find ourselves in a sphere of bitter controversy. To what extent is 
the State justified in entering mto competition with its own citizens, 
or of taking over by compulsion their businesses and operating them 
itself? We can only reply in general terms and say that public 
interest may warrant such a course, and that each case must be 
taken on its own merits. 

The fact is that the suitability of an enterprise for State control varies 
greatly according to its character. ’Where its development has already 
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resulted in a practical monopoly, so that the pubhc get the benefit 
neither of competitive prices nor of controlled profits , where such com- 
petition as remains takes the form of attractmg the consumer by ad- 
vertisement, costly shops, appeals of agents on commission, and not of 
reduction of price or improvement of quahty, and where hazardous 
experiment is not greatly needed ; there is a prima facte case for the 
State. The case is proportionately weaker as far as these conditions do 
not apply. ^ 

In order that the expenditure of public money may be justified 
there must be strong reasons for the interposition of the State in 
industrial enterprises. The State should be m a position to operate 
them at least as efficiently as the private entrepreneur, and secure 
a greater freedom from any abuses to which they may have been 
subjected — and m these respects the past history of State-owned 
enterprises is none too reassurmg. The taxpayer may ultimately 
be called upon to make good a deficit on the operation of public 
enterprises, and where this occurs it should be possible to point to 
some compensating advantage Where a case can be established for 
State enterprises, then there is considerable justification for providing 
the original capital expenditmre from borrowed funds. 

8. Tomporary Deficit. In case of necessity, in order to cover a 
temporary deficit, recourse may be had to borrowing. In the 
modem State, with its tremendous expenditure, it is quite impossible 
always to forecast accurately the amount that will be required 
during a fiscal period, or to gauge the 3deld of the many sources 
of revenue. The only way in which to ensure that revenue would 
always exceed expenditure would be to budget for a fairly large 
surplus, and this, apart from the resentment which it would be 
likely to arouse m the taxpayer, is apt to encourage extravagance. 
The employment of borrowing for this purpose is a power which 
cannot be used with too much caution. To meet a series of deficits 
by borrowing money to bridge the gap is simply to court disaster 
sooner or later. Borrowing may be permissible to meet an occasional 
deficit, but if the shortage becomes habitual, then more revenue 
must be obtained. 

An example of the dangers of borrowing in this way is furnished 
by the recent working of the Unemployment Fund. Up to Septem- 
ber, 1931, a large part of current expenditure on unemployment 


Sir Arthur Salter, op. at. 
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benefit was treated not as a charge on current revenue, but as a 
loan to be repaid out of the receipts of the Fund. The Unemploy- 
ment Fund had been insolvent since July, 1921, and by September, 
1931, the total indebtedness exceeded ^104,000,000, and was m- 
creasing at the rate of ^^1,000,000 a week. As the Royal Commission 
on Unemployment Insurance pointed out, "Borrowing on behalf and 
on the security of the Fund is not, in principle, objectionable, if the 
purpose of the borrowing be to meet a temporary emergency, under 
cucumstances which disclose a reasonable promise of early liquida- 
tion of the debt. But it is quite dear that recent borrowing has not 
been of this character. It has been on a scale far exceeding the 
probable capadty of the Fund to repay, and the debt is now in- 
creasing annually at a rate which equals the annual income of the 
Fund." It was admitted that under existing conditions of unem- 
ployment, the Fund could not be expected to balance without 
assistance, but continued State borrowing on such a scale would 
soon have undermined the stability of the British financial system. 
The Treasury loans represented State borrowing to meet current 
obligations at the expense of the future. This drift was stopped 
after the Emergency Budget of September, 1931, and now the 
Budget carries every penny of the cost of unemployment benefits 
which is in excess of the capadty or the proper functions of the 
Unemployment Insurance Fund itself. 

CANON'S OP EXPENOITUBE. In so far as the Government is 
employing resources which have been contributed mamly by the 
dtizens through taxation, it will be evident that State expenditure 
should be governed by rigid principles. One writer^ has recently 
propounded three testa, to be applied to every form of public 
activity, whether national or muniapal. "First : Is the work worth 
doing? Is the need for it real? Second: Is there no other way of 
achieving the same object, no cheaper or more efficient or more 
reliable agency through which it can be secured? Third : Have we 
the money to pay for it?" The third test is, of course, decisive, 
since no matter how desirable certain expenditure may be, if the 
community cannot afford to pay for it they must go without. 
Where expenditure is undertaken, the following prindples pbnnld 
be observed. 

1 Sir Ernest Bean, ffonest Doubt. 
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1. Canon o! Benefit. The expenditure of the State should be so 
directed as to confer increased social advantciges upon the com- 
munity as a whole. Indeed, it has been said that the State should 
expand its expenditure so long as there is a greater social gain to be 
derived from the public use of the money that is spent than would 
have been derived from the private use to which this money would 
otherwise have been devoted. This version of the principle may be 
unobjectionable in theory, but its realization is out of the question 
in practice. The public revenues are unfortunately not invariably 
derived from those resources which are employed in the least pro- 
ductive manner in the hands of private individuals. 

Another factor which must be kept in mind is the distribution of 
expenditure. The balance should be hdd fairly between one object 
and another, so that one sphere of public activity is prevented from 
developing at the expense of another. 

The ideal of public e^enditure on the utditarian principle would be 
attained when the public utility of the marginal expenditure in each case 
is equal. The idea is no doubt unattainable, but it is not untbmkable, 
and the pursuit of it may lead to important practical results Without 
a beacon of this kmd expenditure may be continued in certain directions 
long after it is justified by changmg conditions, and the most necessary 
reforms may be met with the non possumus of passive mertia. ^ 

2. Canon ol Economy. The second principle which must be 
observed is that, in handling public money, at least as much care 
should be exercised as in spending private income. A scrupulous 
adherence to this principle is essential if the level of taxation is to 
be kept at the lowest limit, and in any case, no matter what the 
burden of taxation may be, the wasting of public funds can never 
be justified. The Committee on National Expenditure, which 
reported in July, 1931, gives a number of instances in which sufficient 
care has not been exercised in the disbursement of public funds. 
The Unemployment Grants Committee, for example, was appointed 
to make grants towards works of public utility carried out by local 
authorities, other than road and housing schemes. The Committee 
on National Expenditure came to the conclusion that after ten years 
of working this scheme had largely resolved itself mto giving grants 
to local authorities and others to carry out their normal responsibili- 
ties. After reviewing the nature of the grants, they put forward the 

1 Nicholson, PrtntnpUs of Pohttcal Economy 
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opinion that much of the expenditure had been unwise in that it 
had been mcurred considerably in advance of requirements. 

8. Canon ol Sanction. This is the principle that no public expendi- 
ture should be incurred without proper authority bemg received. 
Thus, m Great Britain, no money can be raised by taxation and 
none can be spent except under the authority of Parliament. 
Furthermore, no money can be spent save for the purpose to which 
Parliament has appropriated it. The Treasury is given power to 
make issues out of the ConsoKdated Fund into which the proceeds 
of all taxation are paid. The Treasury, in its turn, must satisfy the 
Comptroller and Auditor-General that the requisition is in accord- 
ance with the Acts which govern the proposed expenditure. 

4. Canon ol Surplus. Governments, m the same way as private 
individuals, should endeavour by every means within their power to 
keep expenditure within the limits set by current revenue. In other 
word, financiers should avoid defidts whenever possible. This does 
not unply, of course, that the accumulation of a large surplus should 
be the aim and object of public finance for, as already pointed out, 
this may result in waste. The aim should be to balance revenue and 
expenditure as dosely as possible. 

ECONOMIC EFFECTS OF PUBLIC EXPENDETUBE. As we have al- 
ready seen in dealing with the Bank of England and the money 
market, the financial operations of the Government are capable of 
exerting a big influence upon financial institutions. But the 
economic effects of public finance are obviously more far-reaching 
than this, and affect either directly or mdirectly aU individuals and 
institutions withm the community. The Government, through its 
system of taxation and expenditure, is responsible for the transfer- 
ence of large amounts of wealth from one employment to another, 
and this redistnbution is bound to have effects which cannot be 
Ignored. Certain of these consequences are deliberately calculated 
by the Government ; others merely occur as an indirect consequence 
of some other action. 

Thus, State expenditure may be deliberately employed to stimu- 
late certain branches of production, usually by providing boimties 
or subsidies from public funds. Such expenditure, of course, requires 
a very strong justification, smce it involves the emplo 3 nnent of 
public funds for the benefit of sectional interests and may easily 
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cause an undesirable competition on the part of other industries for 
assistance Again, the State may, more legitimately, stimulate 
industries by malcing grants for research where private enterprise 
cannot undertake this unaided. 

One of the most important questions of recent times has been the 
possibility of the Government planning its expenditure in such a 
way so as to influence industrial activity in general. It has been 
argued that, inasmuch as modem mdustrial activity appears to 
move in cycles of alternate boom and depression, these fluctuations 
might to some extent be counteracted by the action of the State and 
local authonties in adjusting their expenditure and concentratmg 
it in those periods when private business was slack. This policy in 
connection with public works ha§ two aspects, namely, on the one 
hand, to reserve for periods of unemployment work imdertaken for 
public authorities, and on the other, to organize and create entirely 
new works in periods of depression in order to stimulate industrial 
activity. It certainly can be claimed that the total expenditure of 
the Government is so great that its incidence in time has consider- 
able effect on private industry. The large sums spent annually by 
public authorities constitute a tremendous demand for goods and 
services, and the transference of this demand, or a large part of it, 
from one time to another could not fail to react on emjployment and 
mdustrial activity. So far as the question of postponing public 
expenditure is concerned, there are certain limits to the operation 
of the policy, for not all the orders of public authorities can be 
postponed or advanced. All the regular administrative work 
must be carried on continuously, and this at once excludes a large 
proportion of public expenditure from the scope of the proposed 
policy. 

The undertaking of large schemes of capital expenditure by the 
Government in times of depression has encountered considerable 
criticism. The Committee on Industry and Trade took the view that 
"A large part of the public work which is susceptible of postpone- 
ment or acceleration is work of special kinds, which could not 
provide employment in their own trades for any considerable number 
of unemployed persons. Moreover, the experience of the post-war 
depression, when considerable inducement was held out by the 
Government year after year to local authorities and others to 
as— (ews)" 
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expedite necessary work in order to provide immediate employment, 
shows that in a long-continued depression the possibilities of hona 
fide anticipation become rapidly exhausted," The amoimt and 
nature of emplo3nnent given by Government expenditure of this 
type have been the subject of widely varying estimates. One of the 
most serious objections to public works as a relief tor unemplo3mient 
lies in the fact that skilled workmen are likely to be employed on 
unskilled work, and that often men are transferred to work for which 
they are not fitted. Yet it is a big mistake to suppose that only 
those who are directly employed reap any benefit. When public 
works are instituted, not only is employment given to those immedi- 
ately concerned, but also to other persons engaged in making mate- 
rials for the works in question The amount of additional employ- 
ment thus given is a matter for conjecture, but it is generally thought 
to be about equal to the direct employment. 

A number of other criticisms of this type of Government expendi- 
ture were advanced by a witness’- before the Committee on Finance 
and Industry. First of all, there is the attitude of the public towards 
the schemes, and although many people ijiay regard them as sound, 
others may talce the view that they are projects of extravagance and 
waste. In fact, so far from setting up a cycle of prosperity, there 
might be a big outcry against bureaucracy. If this were the re- 
action then, when the Go-vemmait attempted to float loans to 
finance the schemes, the response might be poor, and the general 
despondency of business heightened rather than relieved. Again, 
even allowing for indirect employment, it would seem that the trade 
revival would be somewhat one-sided and not permanent. 

In addition to the foregoing objections, there has also been a 
great deal of controversy as to whether public works do not merely 
divert money from private industry to Government purposes without 
adding in the amount of employment given. In reply to this it is 
argued that there is generally durii^ a depression an excess of 
capital that cannot find investment, so that the rate of interest 
falls. This is, therefore, a jiarticularly favourable moment for raising 
money for the construction of public works, for not only is it cheaper, 
but the fact that private industry is unable to mak " use of it is a 
very good reason for public authorities to do so. 

* Sir Richard V. N. Hopkuw, Minutes of Evidence (Vol. II). 
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THE REVENUE OF THE STATE. The ordinary revenue of the 
State may be divided into the earned revenue which arises in a 
manner similar to that of the private household, and that which is 
compulsorily obtained in the form of taxation. The earned revenue 
is that which is obtained from the direct use and operation of its 
natural resources, or when it engages in industry in a manner similar 
to private enterprise. Amongst these are included the revenues 
from the Post Office, State banks, and railways, and from the State 
ownership of land. In speaking of earned revenue, we may dis- 
tmguish between the income which is derived from the State owner- 
ship of land, and that obtained from public industnes. Formerly, 
the most important part of the revenue of the State was derived from 
the royal domain. Indeed, the sovereign held his position in part, 
at least, by virtue of the fact that he had large estates of land which 
would yield him an income sufficient to meet the expenses of the 
Royal Household. As the vaiious rulers squandered their landed 
possessions, revenue from this source declmed in importance. 

The declining importance of public revenue from the ownership 
of land has been counterbalanced in many States by an expansion of 
Government activity in the sphere of industry. The motives which 
mduce the public authonty to undertake industrial enterprises are 
not always connected with the raising of revenue. Thus, the Govern- 
ment may take over certain forms of economic activity which are 
necessary to the community, but which private enterprise is un- 
willing or unable to provide. On such grounds many Governments 
have been compelled to construct and operate railways. Again, the 
State may acquire and nationalize certain industnes in order to 
prevent the members of the commumty from being exploited by 
private monopolists. In other cases certain services may be pro- 
vided by the State, because it is thought that they can be provided 
more cheaply and efficiently by this means. Fmally, and less fre- 
quently, an industry may be taken over and operated with a view 
to raising the maximum revenue. Thus the French tobacco monopoly 
has yielded large contributions to the French Treasury, either in the 
form of taxes or as monopoly profits. Frequently, of course. 
Government ventures into industry do not 3neld a surplus for the 
relief of taxation, but defiats are incurred which have to be made 
good by the taxpayer. 
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The unearned revenue of the State is composed of contributions 
which are imposed upon its subjects without any proportionate 
counter-service being rendered. Revenue of this type may be denved 
from two main sources^ namely, special fees and taxation. A fee is a 
charge made for a special service rendered to the mdividual by some 
governmental agency. The amoimt of the fee is supposed to be based 
upon the cost of the service rendered, or at all events upon the special 
cost of maintaining the department which performs the work, 
although in practice many fees are arbitrarily adjusted without 
regard to the present cost of the service. Yet, though a fee is 
greater than the actual cost of the service warrants, it may still be 
differentiated from a tax on the ground that a special benefit is 
being conferred, and that if a person is prepared to forgo the benefit, 
he need not pay the fee. 

The revenue which is derived from taxation in the modern State 
transcends in importance that received from other sources. A tax 
has been defined by Bastable as "a compulsory contribution of the 
wealth of a person or body of persons for the service of the public 
powers." The great importance of the subject of taxation arises 
not only on account of the important share which it contributes to 
the income of the modem State, but also on account of the problems, 
theoretical and practical, to which it gives rise. The amount of 
taxation will be largely dependent upon the expenditure incurred 
by the Government in the performance of its legitimate functions. 
Having settled the absolute amount of taxation, the next question 
is the manner in which the taxes are to be levied. Finally, it will be 
necessary to form an estimate as to what their ultimate economic 
' effects are likely to be The principles according to which taxation 
should be raised have already been considered elsewhere,^ and we 
shall here content ourselves by stating the four canons of taxation 
as enunciated by Adam Smith in the Wed^th of Nations — 

(1) Canon of Equality. The subjects of every State ought to con- 
tribute towards the support of the Government, as nearly as possible, 
in proportion to their respective abihties ; that is, in proportion to the 
revenue which they respectively enjoy under the protection of the State 
The expense of government to the individuals of a great nation is hke 
the expense of management to the jomt tenants of a great estate, who 
are all obliged to contnbute in proportion to their respective interests in _ 

^ Economtcs of Productton and Exchange (Pitman), by the same authors. 
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the estate. In the observance or neglect of this maxim consists what is 
called the eqnality or ineqnality of taxation. 

(2) Canon of Certainty. The tax which each mdmdual is bound to 
pay ought to be certam, and not arbitrary The time of payment, the 
manner of payment, the quantity to be paid, ought all to be clear and 
plain to the contributor, and to every other person. Where it is other- 
wise, every person subject to the tax is put, more or less, in the power 
of the tax-gatherer, who can either aggravate the tax upon any obnoxi- 
ous contributor, or extort, by terror of such aggravation, some present 
or perquisite to himself 

(8) Canon of ConTonicnce. Every tax ought to be levied at the time, 
or in the manner, in which it is most likely to be convenient for the con- 
tributor to pay it A tax upon the rent of land or of houses, payable at 
the same term at which such rents are usually paid, is levied at the time 
when it is most bkely to be convesoient for the contributor to pay , or 
when he is most Ukely to have wherewithal to pay. Taxes upon such 
consumable goods as are articles of luxury are all finally paid by the 
consumer, and generally in a manner that is very convenient for him 
He pays them by little and httle, as he has occasion to buy the goods 
As he is at liberty, too, either to buy, or not to buy, as he pleases, 
it must be his own fault if he ever suffers any considerable incon- 
veniency from such taxes. 

(4) Canon of Economy. Every tax ought to be so contrived as both to 
talm out and to keep out of the pockets of the people as little as possible, 
over and above what it brings mto the pubho treasury of the State. A 
tax may either take out or keep out of the pockets of the people a great 
deal more than it brmgs into the pubhc treasury m the four following 
ways. First, tho levying of it may require a great number of officers, 
whose salaries may eat up the greater part of the produce of the tax, 
and whose perquisites may impose anotoer additional tax upon the 
people. Secondly, it may obstruct the mdustry of the people, and dis- 
courage them from applying to certain branches of business which 
might give maintenance and employment to great multitudes 
Thirdly, by the forfeitures and other penalties which those unfortunate 
individuals incur who attempt unsuccessfully to evade the tax, it may 
frequently rum them, and thereby put an end to the benefit which the 
community might have received from the employment of their capitals. 
Fourthly, by subjecting the people to the frequent visits and the odious 
examination of the tax-gatherers, it may expose them to much unneces- 
sary trouble, vexation, and oppression 

TAXABLE CAPACETf OP A COIJNTEY. We have now to examine 
the question as to how much taxation a country can bear, that is, 
what IS the taxable capacity of the nation? There is an old story 
which asks how many coWs' tails would reach the moon, and the 
answer is one— if it was long enough. The answer to the question 
as to how much taxation a nation can bear is any amount — ^provided 
that the nation is rich enough and the taxes are levied in accordance 
with the canons of taxation. The concept of taxable capacity is 
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obviously one of the greatest importance, since it informs us as to 
the maximum amoimt of wealth which the citizens of a country can 
contribute towards the expenses of the State without having tounder- 
go an unbearable strain. We may evaluate the taxable capacity as 
the difference between the national production and the mmimum 
consumption of commodities and services required to maintam that 
volume of production, the standard of living remaining unaltered. 
Now these matters do not readily lend themselves to precise measure- 
ment. The national income, which is the money value of the goods 
produced and the services performed in a community within a given 
space of time, cannot be measured with any high degree of accuracy 
on account of the duplication of items and the many services which 
cannot be valued. On the other hand, the mmimum consumption 
necessary for efficiency presents further difficulties of ascertainment. 
But assummg that these difficulties could be cleared away, we have 
still to consider the psychological reaction of the taxpayer to the 
situation. We may determine the minimum amount of the national 
income which must be left to the producer in order to leave him in a 
position to mamtain his former volume of production, but we have 
still to ask ourselves whether he will be willing to continue to put 
forth the same effort on such terms. As Sir Josiah Stamp says, 
"taxation is not merely a stationary or a static problem, the cutting 
up of an existing cake — ^it is a movmg and a dynamic problem. We 
have to ask not only how httle we can leave him with, but also, how 
much reduction will he stand before he slackens m work and abstin- 
ence. How long will he come up smiling to be taxed m this way? 

In the face of a diminution of income due to increased taxation, 
one person may work harder m order to maintain himself at the 
former level. In consequence, production may increase by roughly 
the amount of the tax. On the other hand, his reaction may be a 
feeling of discouragement — a disposition to give up the unequal 
struggle, so that business enterprise may be checked and the 
volume of production curtailed Sir Josiah Stamp enumerates the 
following factors which have to be taken into consideration in deter- 
minmg the limit of taxable capacity—- 

I. It depends upon what the taxatian is to be used for. 

2 It depends upon the spirit and national psychology of the people 
taxed, which may be influenced by patriotism or sentiment. 

> 1 Wealth an4 Taxable Capacity. 
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3. It depends partly on the way the taxation is raised, both as to the 
methods adopted and the rate at which the increase is laid on 

4 It depends on the distribution of wealth. 

5 Its rate of mcrease is greater than the rate of increase in wealth, 
and it shrinhs more rapidly than the wealth dimimshes 

T aking these factors in order, we may probably assign the greatest 
importance to the first. If the proceeds of taxation are applied in 
the payment of internal debt interest, then the taxable capacity 
would be greater than if the money was applied in the service of 
foreign debt. In the payment of mterest on an internal debt, the 
goods taken away from the taxpayers m their capacity as producers 
are returned to them m their capacity as receivers of mterest. The 
mode of distribution may be difierent, but the national income will 
suffer, at most, only a small reduction. If, however, the proceeds 
are applied in the service of a foreign debt, then the sum paid away 
is a loss to the national income, and leaves the community poorer. 
Secondly, as we have already seen, the psychological attitude of the 
people to taxation will react on their productivity, and consequently 
on taxable capacity. This factor may be modified by appeals to 
sentiment and patriotism. Thirdly, the manner in which the taxa- 
tion is imposed will have a considerable influence upon taxable 
capacity. Taxes which set m defiance the canons of taxation which 
we have enunciated above are likely to prove much more burden- 
some than taxes which are veiy much heavier, but which are fixed 
in accordance with those principles. Agam, the distribution of the 
national income influences taxable capacity which will not be the 
same if incomes are more or less equal, as it would if they were 
graduated. Finally, taxable capacity shrinks more rapidly than 
national income falls, because there is a minimum which must be 
retained in the hands of the people for bare subsistence, and, as this 
point is approached, the 3deld of taxation falls quickly. 

INCIDSNGE OE TAXATION. We now pass to another aspect of 
taxation, namely, its incidence. A tax is said to be incident upon the 
person who ultimately pays it without the possibility of passing the 
burden on to any other person. After the original “impact" of a 
tax, the person who first pays it may contrive by some means or 
other to put the payment on to someone else. This intermediate 
process is known as “shifting" the tax. The ultimate result of this 
process of shifting is known as the mddence of the tax. The 
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incidence should be clearly distinguished from the question of the 
further effects of the tax, although these latter may be very unport- 
ant. For example, the burden of a tax may rest upon an employer, 
and in consequence he may cut down his staff, in this case, the 
effects of the tax may be more senous to the employees than to 
anyone else, but the incidence of the tax is not said to be upon them 
but upon the employer. 

The incidence and shifting of taxation was first mentioned by 
Tacitus, the great historian of the Roman Empire. He points out 
that at Rome there was imposed a certain licence duty on dealers 
in slaves. Yet, he says, it was not the dealers in slaves who paid the 
licence, but the people who bought the slaves. The amount was 
collected from the slave dealer, but was paid by the man who 
ultimately bought the slave An early theory considered that ail 
taxes were repercussive, that is, they reboimded from one person to 
another. Thus, Lord Mansfield, towards the end of the eighteenth 
century, said, "I hold it to be true that a tax laid in any place is 
like a pebble fallmg into and making a circle in a lake, till one 
circle produces and gives motion to another, and the whole circum- 
ference is agitated from the cfflitre." The Physiocrats held the theory 
that all taxes were shifted so that ultimately they had to be paid out 
of the produce of the soil. This doctrine was a direct corollary of the 
doctrine of minimum subsistence. The Physiocrats thought that 
the labourer existed at a minimum of subsistence, so that they 
argued that if wages were taxed, the worker could not live on them, 
so that he would require an increase, thus shifting the tax to the 
employer. Again, going back farther, the tenant farmer was ground 
down to the very minimum of profit, so that if he were taxed it 
would be at the expense of the rent paid to the landlord. Adam 
Smith considered that taxes might be incident upon any of the three 
factors of production, so that taxes might be paid from wages, 
profits, or rent. 

Ricardo, in his Principles of Economics and Taxation, published in 
1817, in dealing with taxation, confined himself almost entirely to 
the consideration of the incidence of taxes. Ricardo held the view 
that a tax on rent was not transferable, because rent, being the 
surplus over the cost of production, a change in the price of the pro- 
duce cannot be affected by the tax. He considered, however, that a 
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tax on wages was incident on the employer, but a tax on general 
profits was not transferable because a man could not avoid that tax 
by going from one business to another. On the other hand, a tax 
on the profits of a particular business would be shifted to the con- 
sumers of the article made in that busmess. If there were a tax on 
profits of shoemakers only, then the tax would be transmitted to the 
wearers of the shoes, or if not, the producers would go into some 
other occupation. John Stuart Mill, knowing that wages in England 
were not at the minimum subsistence level, used the standard of 
comfort as the determining factor in the incidence of many taxes. 
For instance, according to Mill, a tax on wages will be incident on 
the employer if the standard of comfort is rigidly mamtained, but 
it will be a tax on the labourers themselves if they allow their 
standard of comfort to fall off. 

The incidence of a tax may move in various directions : we 
may have forward, backward, and diffused shifting. A commodity 
moves from producer to consumer and somewhere between the two 
stands .the tax-gatherer. If the tax is incident upon anyone between 
the tax-gatherer and the producer, we have a case of backward 
shifting : if it is incident upon a person between the tax-gatherer and 
the consumer, then we have forward shifting, whilst if the tax 
spreads itself through the community in aU directions, then we have 
diffused shifting. The difficulties which have to be overcome by the 
person bearing the impact of a tax in attempting to shift it are — 

1. He has a greater opportunity of recovenng the tax if he can 
change from one occupation to another, that is, if Ms capital is mph i l p. 

2. If he cannot easily move from one business to another, th en 
he may not be able to obtain payment of the tax A further obstacle 
to his transfer of the tax is a great elasticity in the demand for the 
commodity taxed. A demand is said to be elastic when a slight 
change of the price makes a great change in the amount purchased. 

If the tax on coffee is raised, it may not be easy for a dealer to 
transfer the tax to the consumer because by so doing he will raise 
the price, and probably curtail the demand. In the case of a com- 
modity, the demand for which is elastic, a sudden morpase of the 
tax will probably fall upon the merchant himself He will not be 
able to shift the tax to the consumer by an increase in price because 
if he attempts to do so the deman d will fell. 
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3. If an article is produced under conditions of monopoly, it may 
be impossible to shift the tax. A monopolist sells his commodity 
at a price which 3delds him the maximum net return. If, therefore, 
he adds the amount of the tax to his selling price, it will be increased 
to a level which will yield a smaller return In these circumstances, 
it wiU be to the interest of the monopolist to pay the tax himself. 

4. The manner in winch the tax is imposed may also give rise to 
difficulties. A tax of one shilling on a barrel of beer, collected from 
the brewers, would be a difficult tax for the brewers to pass on to the 
consumer, because a barrel contains thirty-six gallons, and they 
cannot recover the amount of the tax by adding a small amount to 
each glass of beer sold. If ^d. were to be added to the cost of each 
glass of beer there would be a great outcry amongst consumers, 
since the brewer would be recovering far more than the amount of 
the tax. The tendency is for the brewer to recoup himself by lower- 
ing the quality of the beer. If this is prevented by the force of com- 
petition, then the tendency will be for the tax to remain where it 
originally falls. 

ECONOMO EFFECTS OF TAXATION. Since all taxation must 
be met out of the national dividend— the aggregate of values 
produced by the industry and commerce of a country— it is evident 
that nothing should be done by way of taxation which is likely to 
impair the productive efficiency of the nation. Taxation, from the 
standpoint of the business community, is always regarded in the 
hght of a burden, largely because there is no direct connection 
between the amount contributed in taxation and the services re- 
ceived by the individual. This view has also gained ground owmg 
to the heavy increase in the national budgets of most of the great 
powers in modern times. Now it is a characteristic of most people, 
that they feel themselves more competent to spend their own 
resources to the best advantage than any outside authority, so that 
they are naturally prone to resist any transference of wealth from 
themselves, even though they may be assured that it is to their 
ultimate advantage. Yet we must not allow ourselves to lose the 
sense of perspective since business men at all times and in all con- 
ditions have spoken strongly against this "intolerable burden,” In 
1907 an income tax of is in the pound was regarded as economically 
unsound, yet were the present tax to be reduced to a sum double 
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tax on wages was incident on the employer, but a tax on general 
profits was not transferable because a man could not avoid that tax 
by going from one business to another. On the other hand, a tax 
on the profits of a particular business would be shifted to the con- 
sumers of the article made in that busmess. If there were a tax on 
profits of shoemakers only, then the tax would be transmitted to the 
wearers of the shoes, or if not, the producers would go into some 
other occupation. John Stuart MiH, knowing that wages in England 
were not at the minimum subsistence level, used the standard of 
comfort as the determining factor in the incidence of many taxes. 
For instance, according to Mill, a tax on wages will be incident on 
the employer if the standard of comfort is rigidly maintained, but 
it will be a tax on the labourers themselves if they allow their 
standard of comfort to fall off. 

The incidence of a tax may move in various directions : we 
may have forward, backward, and diffused shifting. A commodity 
moves from producer to consumer and somewhere between the two 
stands the tax-gatherer If the tax is incident upon anyone between 
the tax-gatherer and the producer, we have a case of backward 
shifting , if it is mcident upon a person between the tax-gatherer and 
the consumer, then we have forward shifting, whilst if the tax 
spreads itself through the community in all directions, then we have 
diffused shifting. The difficulties winch have to be overcome by the 
person bearing the impact of a tax in attempting to shift it are — 

1. He has a greater opportunity of recovermg the tax if he can 
change from one occupation to another, that is, if his capital is mobile. 

2. If he cannot easily move from one business to another, then 
he may not be able to obtain payment of the tax A further obstacle 
to his transfer of the tax is a great elasticity in the demand for the 
commodity taxed. A demand is said to be elastic when a slight 
change of the price makes a great diange in the amount purchased. 

If the tax on coffee is raised, it may not be easy for a HpaIpt to 
transfer the tax to the consumer because by so doing he will raise 
the price, and probably curtail the demand.. In the case of a com- 
modity, the demand for which is elastic, a sudden increase of the 
tax will probably fall upon the merchant himself He will not be 
able to shift the tax to the consumer by an increase in price because 
if he attempts to do so the demand will fall. 
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3. If an article is produced under conditions of monopoly, it may 
be impossible to shift the tax. A monopolist sells his commodity 
at a price which 3aelds him the maximum net return. If, therefore, 
he adds the amoimt of the tax to his selling pnce, it will be increased 
to a level which will yield a smaller return. In these circumstances, 
it win be to the interest of the monopolist to pay the tax himself. 

4. The manner in wliich the tax is imposed may also give rise to 
difficulties. A tax of one shilling on a barrel of beer, collected from 
the brewers, would be a difficult tax for the brewers to pass on to the 
consumer, because a barrel contains thirty-six gallons, and they 
cannot recover the amount of the tax by adding a small amount to 
each glass of beer sold. If ^d. were to be added to the cost of each 
glass of beer there would be a great outcry amongst consumers, 
since the brewer would be recovering far more than the amount of 
the tax. The tendency is for the brewer to recoup himself by lower- 
ing the quality of the beer. If this is prevented by the force of com- 
petition, then the tendency will be for the tax to remain where it 
originally falls. 

BCONOmO EFFECTS OF TAXATION. Since all taxation must 
be met out of the national dividend — the aggregate of values 
produced by the industry and commerce of a country— it is evident 
that nothing should be done by way of taxation wHch is likely to 
impair the productive efficiency of the nation. Taxation, from the 
standpoint of the busmess community, is always regarded in the 
Hght of a burden, largely because there is no direct connection 
between the amount contributed in taxation and the services re- 
ceived by the individual. This view has also gained ground owing 
to the heavy mcrease in the national budgets of most of the great 
powers in modern times. Now it is a characteristic of most people, 
that they feel themselves more competent to spend their own 
resources to the best advantage than any outside authority, so that 
they are naturally prone to resist any transference of wealth from 
themselves, even though they may be assured that it is to their 
ultimate advantage. Yet we must not allow ourselves to lose the 
sense of perspective since business men at all times and in all con- 
ditions have spoken strongly against this “intolerable burden.” In 
1907 an income tax of is. in the pound was regarded as economically 
unsound, yet were the present tax to be reduced to a sum double 
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this amount it would be hailed as a great rehef — at all events until 
the novelty had worn off. Hence, whilst admitting that heavy taxa- 
tion can, and will, cripple industry, we must recognize that hasty 
generalizations, based primarily on the size of the national budget, 
may be very misleading. 

A question which is frequently raised is the effect which direct 
taxation exercises on the incentive to work. The minority report of 
the Committee on National Debt and Taxation comments on the 
conflicting evidence of witnesses on this point. There are those who 
maintain that excessive taxation destroys the incentive to work, 
whilst others contend that it serves as a stimulus to those who wish 
to avoid an unwelcome reduction in their standard of living. In 
this connection, however, it was pointed out that "the great mass of 
the national output of productive work comes from those whose 
incomes and property are either wholly, or almost wholly, below the 
level at which liability to direct taxation begins.” Again, it is fre- 
quently alleged that heavy taxation discourages enterprise and 
initiative, in that it claims a substantial part of any profits which 
may be made, but does not allow losses incurred to be set off against 
them. From this it is argued that the general effect is to cause 
business men to prefer well-established and relatively safe enterprises 
to new and relatively risky ones, and that new developments will 
tend to lan gu is h. Yet, in the view of the minority report of the 
Committee on National Debt and Taxation, such a chain of reasoning 
can be accepted only with caution — 

Individuals make their choice between different uses for their capital 
according as they do or do not feel that -Oie probable return obtainable 
compensates for the degree of nsk which any particular mvestment 
entails. Anything which alters either the relative return obtainable 
from an industrial investment, or the relaitve degree of risk attaching to 
these alternatives, will influence the proportions in which capital is 
distributed between them. Thus any change m political or economic 
conditions which adds markedly to the risks of industrial enterprise 
without at the same time increasmg the profits with which enterprise 
may expect to be rewarded, will discourage mvestment in industry, amd 
to that extent create a preference for gilt-edged securities. Agam, a 
special tax on fixed-interest stocks would increase the attractiveness of, 
and attract capital towards, industrial investments. 

Yet, a cause which affects alike the returns from all classes of 
investment can scarcely cause much redistribution of resources. If 
the tax caused a disproportionate reduction in the yield from the 
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more speculative types of industrial investment, the above argument 
might be true, but where all are affected alike then any diversion of 
capital cannot be ascribed to this cause. 

Again, when the burden of taxation is excessive, the net sums 
which business enterprises can place to reserve are reduced, since 
profits not distributed to shareholders are subject to income tax. 
The reserves which business enterprises thus accumulate form an 
extremely important addition to national capital Private saving, 
leading to the accumulation of capital, takes time, and there is 
always a certam amount of economic friction before it is invested in 
production. Indeed, it may never find useful employment at all, but 
be diverted to unsound speculation. Capital accumulated by way of 
business reserves is created in the place where it is required — "it is 
at the growing-point of industry, enabling new needs and opportuni- 
ties to be met without delay as and when they arise. This is true 
of the new enterprising business, which may as yet be making only 
small profits, as well as of the established company whose ability to 
save large sums for development year by year has given proof of 
efficiency and power of continued expansion." ^ In so far as high 
taxation restricts the sums available for these purposes, it is detri- 
mental to the soundness and prosperity of industry and trade. 

Taxation may affect production by restricting the general volume 
of savings apart from company reserves. This result may be brought 
about both by diminishing the power to save and by undermining 
the will to save. The greatest effects on the capacity to save will 
tend to fall on the wealthier classes, from whom the bulk of the saving 
comes under the present system of the distnbution of wealth. At the 
lower levels of income — say up to ^^500 — a high proportion of the 
tax is probably paid out of funds which would otherwise be employed 
for consumption, and to this extent does not affect the volume of 
savings. In the case of incomes up to about £2,000, the Committee 
on National Debt and Taxation was of opinion that a heavy rate 
of income tax was likely to result in economy of consumption rather 
than in curtailment of savmgs, though the latter might occur in 
certain cases. They considered four examples, namely — 

I . Where the individual makes no effort to save at ah, but habitually 
spends up to the hmit of his net mcome, and would equally do so with a 
lower tax. 

^ Report of the Committee on National Debt and Tamatton. 
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2. Where the individual is committed to the payment of life assurance 
premiums, hut would not save anything over and above those premiums, 
even if the tax were much lower. 

3 Where the mdividual, without being committed in this way, has 
a high standard of saving, and reduces his hvmg expenses in order that 
the income tax may out into his savings as little as possible. 

4 'Where the mdividual aims at savmg enough to produce a given 
net income after deduction of tax, and therefore tries to invest a larger 
gross sum than he would if the tax were lower. 

With regard to the incentive to save, tliis is only undermined by 
heavy taxation when the strength of this incentive varies directly 
with the return obtainable. Such cases are relatively rare, for per- 
sons who save in order to provide against future contingencies will 
usually put forth greater efforts to save when the return is likely to be 
less. The whole matter is essentially psychological, so that different 
people win naturally react in different ways. Less saving, however, 
implies less new capital available for investment, so that those 
industries in need of new capital for expansion as well as those which 
supply capital equipment must be adversely affected. 

Summing up, we may infer from this very brief examination that 
the effects of taxation upon production are difficult to assess, and 
that easy generalizations, which are only too frequently made, can 
be extremely misleading. As Dr. Dalton points out in PvbKc 
Finance — 

If all the proceeds of taxation were q)ent on waste, which contributed 
nothing to economic welfare, then any check to production as a result 
of ta:p,tion would be a clear economic loss But if the proceeds of 
taxation are wisely spent, the stimulus to production due to this ex- 
penditure may be far stronger than the check to production due to 
taxation. Public finance, viewed as a whole, would then be responsible 
for inoreasmg production . 

There are many who maintain that a system of taxation should 
go beyond the mere raising of revenue, but should be employed as an 
instrument in the hands of governments for redressing the inequal- 
ities which exist between differait sections of the conamunity, or to 
achieve any other object of social control which is deemed to be 
desirable in public interest. Thus, heavy income tax and smr-tax 
may be deliberately imposed to bring about a redistribution of 
wealth among different sections of the commumty. The incomes of 
the well-to-do are diminished, whilst those of the poorer classes are 
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States, property in the neighbourhood of cities is subject to better- 
ment charges. A share of the surplus value in the land which follows 
from such a circumstance as the development of a large city is 
appropriated by the State through taxation. Obviously the pro- 
perty owner has done httle, if anything, to create this extra value, 
so that it is only equitable that he should be made to give up part 
of the value which the community has created for itself. Even here 
the subject presents great practical difficulties, such as the valuation 
of a fair return to the capital which the owner has actually mvesled 
in the property. 

SPECIAl TAXES AND THEIE INCIDENCE. We have briefly re- 
viewed the general principles of the incidence and effects of taxation ; 
we shall now examine the characteristics of a few of the most im- 
portant taxes. 

1. Lund Tox. Taxes on land appear to be m almost universal use, 
and are found at all periods of history. The general tendency is for 
such taxes to fall on the owner of the land. It is true that, if the land 
is leased to a tenant, the owner would be willing to attempt to shift 
the tax by charging a higher rent for the land. If, however, the owner 
is already receiving the full economic rent of the land, then the tenant 
will be unable to pay more and still make cultivation worth while. 
It IS only if an amount less than the true economic rent is bemg 
charged that a land tax will be shifted. Again, as between the 
present owner and a future purchaser of a piece of land, there is a 
tendency for the tax to be borne by the former, since the tax will 
tend to be absorbed in the lower capital value which the land will 
yield after the imposition of the tax. In other words, the tax burden 
win be discounted by the new owner by his offering a lower price for 
the land, always provided that there are open to him other types of 
investment less heavily taxed 

2. Income Tox. Despite many arguments to the contrary, it would 
appear to be fairly certain that the burden of the income tax tends 
to stay where it is levied. It has been argued that traders try to 
shift the tax on to consumers by adding it to the prices of the com- 
modities which they sell. Yet, as Professor Pigou told the Com- 
mittee on National Debt and Taxation, the tax "is assessed on the 
profits resultmg from trade and industry, and if, as may be pre- 
sumed, people are already charging the prices that yield them the 
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best profit, the removal by the State of a portion of the profit will 
not tempt them to fix prices differently.” Should the mcome tax 
cut too deeply into the return considered necessary to maintain the 
conventional standard of living, then the mdividual may attempt to 
shift it by seeking an advance in salary. This is scarcely hkely to be 
successful, however, unless the individual happens to be in an especi- 
ally favourable position In the case of a limited company, there is 
much less motive for any attempt to shift the tax. A company, in 
making a distribution of profits, recoups itself by a deduction of tax 
from its shareholders, and is not in the least interested in the 
fluctuation of their individual liability. Hence, to this extent, the 
rate of tax is a matter of mdifference to the company, and in con- 
sequence it has but little inducement to raise its prices on account of 
an increase in the rate of tax. 

3. Estate Duty. Many controversies have ansen over this tax and 
its effects. It is usually considered that the tax is levied on the 
transfer of property, rather than on the property that is transferred. 
Gladstone justified the tax on the ground that, ''carrymg property 
in perfect security over the great bamer which death places between 
man and man is perhaps the very highest achievement, the most 
signal proof of the power of dvflized institutions. . . .1 conceive 
nothing more rational than that, if taxes are to be raised at all, the 
State shall be at hberty to step in and take from him who is thence- 
forward to enjoy the whole in secunty that portion which maybe 
bona fide necessary for the pubHc purpose ” The incidence of the 
death duties is not uniform as between the testator and those who 
benefit under his will. If, for example, the testator deliberately cur- 
tails his expenditure during his lifetime with a view to making pro- 
vision for the taxation which he knows will fall upon his estate after 
his death, then undoubtedly the incidence of the tax is upon him. 
If the testator makes no such provision, then the full incidence of the 
tax is upon the successor. The matter cannot easily be settled, for, 
as the Committee on National Debt and Taxation has said — 

In favour of the view that the duty is on the successor it may be 
pointed out that it is not paid by the pi^ecessor, that there is no liability 
till he dies, and that he is free to ignore the duly if he wishes, while the 
successor, as a hard matter of fact, comes mto so much less than he 
would have done, and has no kmd of redress 

On the other side it may be answered that the subject of taxation is, 

24— (eoM)" 
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after all, the property which has been held or accumulated by the 
deceased, and that the tax has fallen upon him, in the sense that it has 
affected the amount of which he could dispose. 

4. Stamp OaticB. These duties were first imposed in 1694, and 
required that certain documents had to be written on stamped paper 
The revenue was to be protected against any evasion by the fact 
that documents could not be given in evidence in any Court unless 
they were properly stamped. These taxes do not constitute a 
scientific type of taxation, since thmr incidence is by no means 
clear, they have no particular relation to ability to pay, and they 
tend to hamper business transactions. The stamp duties on stocks 
and shares are said to reduce Stock Exchange transactions and to 
obstruct investment in the class of secmities subject to the tax. 
The companies’ capital duty, agam, may operate as a bar to the 
flotation of new companies, though its influence in this respect does 
not appear to be very obvious. The incidence of the duty tends to 
fall on the company, and not to be passed on to the consumer. 
Again, in the case of the stamp duty on cheques, the incidence is 
upon the person drawing the cheque, unless he can pass it on in the 
course of the business transaction It has been argued that if this 
duty were to be reduced, cheques would be employed much more 
freely in the settlement of business transactions, but it appears 
doubtful whether much would be gamed from such a course. 

6. Excise Duties. Tlie British excise system was adopted in 1643 
to raise money for the conduct of the Civil War. The system became a 
permanent one, and finally came to mclude a variety of taxes. 
Modern experience has shown that excise duties on beverages and 
tobacco products are the most productive and elastic. The excise 
duties are indirect taxes which are intended to be, and are, passed 
on to the consumer. The taxes on alcoholic beverages, which form 
an important part of the British excise duties, have pressed heavily 
upon the working classes in the post-wax period. Yet it would be a 
big mistake to attribute the whole of the dimmution of consumption 
to taxation. The restrictions which were m force during the War 
period, taken in conjunction with the industrial depression and un- 
employment which have prevailed since, have persisted long enough 
to cause changes in the habits of the people. 

THE BDDDET. The term "Budget" was first adopted in England 
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in 1763 to denote an annual statement of expenditure and revenue 
prepared by the public authority. The Budget is in reality a public 
balance sheet which constitutes a legislative Act authorizuig the 
expenditure of a certain sum. The term also imphes a particular 
method of managmg the finances which will receive the consent of a 
representative body. The first step is to give an approximate idea 
of what win be the expenditure. Budgets are always framed in 
advance. One of the main objects of the study of the financial 
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position is to maintain legislative control, and this can be effected 
only if proper consent is obtained before the expenditure is 
mcurred. 

In the financial administration of the Stale, as in the case of all 
other classes of public business, we may recognize two functions — 
the legislative and the executive. The legislature must determine in 
what directions the expenditure of public funds is to be incurred, and 
by what means the necessary revenue is to be raised. As opposed 
to this, the executive must carry these plans into operation ; it must 
raise the required funds from the stipulated sources and apply them 
in the prescribed manner. At the head of the executive is the 
Crown, that is, in practice, its constitutional mmisters who are 
responsible to Parliament. Hence, trader present conditions, the 
true head of the financial administration is the Cabinet, although in 
practice the greatest responsiblity appears to rest upon the Chancel- 
lor of the Exchequer. It has been suggested that the responsibility 
should be distributed — 

At present the Chancellor of the Exchequer seems alone among his 
colleagues to be regarded as charged with responsibihty for financial 
policy. While no doubt he is able to enlist some support within the 
Cabinet, no organized machinery exists whereby he can be assisted in 
bis diflficult task. We suggest that on the analogy of the Committee of 
Imperial Defence, which is working successfully to secure full co- 
ordination m matters affectmg the national defence, there should be a 
standing Finance Committee of the Cabinet, which would be kept fully 
informed of the state of national revenue and expenditure, and would 
examine all schemes submitted to the Cabinet, which involved serious 
outlay, not merely on their mdividual ments, but from the wider pomt 
of view of their bearing on national finance ^ 

Beneath the Cabinet comes the Treasury, which is the permanent 
Government department entrusted with the duty of exercising gen- 
eral control over the whole financial administration. The Treasury 
exercises direct control over the two great revenue-collecting de- 
partments— -the Inland Revenue and the Customs and Excise. It 
also maintains close contact with the spending departments, the 
principal of which are the War Office and the Admiralty. The 
spending departments do not, however, make their own pa3rments, 
but this work is performed on their behalf by the Pay Office, the 
nominal head of which is the Paymaster-General. When the money 

1 Report of the Committee on National Expenditwe, Omd, 3920 
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has been spent, the Appropriation Accounts, showing how it has 
been utibzed, are audited by the Auditor-General, who reports 
upon them to the Public Accounts Committee of the House of 
Conmions. 

The first step in the financial arrangements of the year is the pre- 
paration of estimates of the expenditure to be met. These are pre- 
pared in the light of almost continuom discussions between the 
Treasury and the officials of the various spending departments. In 
the estimates, the various services are classified in groups, called 
votes, because each group is the subject of a special vote m the House 
of Commons. In Parliament, the first step in financial business is 
the introduction of the estimates, which are, in reality, the executives’ 
demands for authority to spend the sums specified. For this pur- 
pose, the House resolves itself into a Committee of Supply, when 
each service is taken in turn, and a general statement is made by 
the responsible minister on the whole of the estimate, followed by a 
full debate. In order to raise the revenue necessary to cover this 
expenditure the House resolves itself into a Committee of Ways 
and Means, whose business it is to discuss the proposals of the 
Chancellor of the Exechequer for the provision of funds. The bulk 
of the revenue is raised under the authority of permanent statutes, 
but the income tax and tea duty need annuk re-enactment. Hence, 
apart from changes in permanent taxation, this constitutes the 
principal task of the Committee of Ways and Means. 

THE ICATIONAL DEBT. As we have already seen, cases not in- 
frequently arise when Governments are compelled to incur expendi- 
ture on such a scale that they cannot hope to provide the necessary 
funds from current taxation. In consequence they are compelled to 
use the credit of the State for the purpose of borrowing the money 
which they require. Pubhc debts have shown an astonishing mcrease 
in recent years — ^"so general and so large are they in advanced 
communities that thev have come to be regarded as almost a 
mark of progressive civilization." ^ We have said that the State may 
use the public credit for the purpose of borrowing, but it may also 
use its powers of compulsion to cause the citizens to lend funds in 
the same way as it levies taxation upon them. Such a procedure does 
not amount to confiscation, for there may be an obligation to pay a 
1 G Armitage-Smith, Prmdples and Methods of Taxation, 
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certain rate of interest and to repay the principal sum. Such a pro- 
ceeding obviously imposes injustice and hardship upon the members 
of the community affected since, whereas in the case of a voluntary 
loan, every person contributes according to his available means, in 
the case of a compulsory loan persons are forced to advance funds 
which they require for other purposes In no case, of course, can 
the State take more than a man possesses, but it may compel him to 
liquidate resources to make the payment in such a way as to cause 
loss to himself and to the community as a whole. 


GROWTH OF THE BRITISH NATIONAL DEBT 


Date 

Event 

Amount 
{£ millions) 

1688 

Accession of William emd Mary .... 

I 

1694 

Foundation of the Bank of England 

x*s 

1697 

Peace of Ryswick 

ax»5 

1702 

1713 

Death of William ID . . . . . 

Treaty of Utrecht .... 

164 

ir 

1749 

1703 

Spamsh-Austrian Wars ... 

End of Seven Years War 

138 

1783 

1802 

1815 

End of War of American Independence 

Treaty of Amiens 

Waterloo . . ... 

338 

1% 

i 8S4 

Outbreak of Crimean War 

808 

1857 

End of Crimean War 

838 

1899 

Outbreak of Boer War . ... 

627 

1903 

1914 

End of Boer War .... 

Outbreak of Great War 

770 

649 

7481 

74*3 

1919 

1932 

End of Great War 


In dealing with the National Debt, we may note that it assumes a 
number of different forms. First we have the Funded Belt, which 
includes perpetual annuities, that is, those loans which have no 
fixed date for repa5nnent. In this country, however, no debt is 
perpetual in the sense that it cannot be repaid, since in every case 
the Government has reserved an option to repay on or after a fixed 
date upon the terms laid down at the time of the loan issue. A 
second part of the National Debt is the Terminable Annuities, which 
consist almost entirely of the liability of the National Debt Com- 
missioners to the public in respect of annuities sold for life and for 
terms of years. Finally, in the third categoiy of the Floating Debt 
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we have those loans which are redeemable at a definite date, with or 
without an option to repay at an earlier date. This debt includes 
Treasury Bills and Ways and Means Advances. The influence which 
this latter form of debt can exert on the economic system has 
already been discussed in the chapter on the Money Market. 

When necessity compels Governments to borrow, the true path of 
financial wisdom lies in repaying the debt at the earliest possible 
moment. It is in this way only that it is possible effectively to safe- 
guard public credit. 

When a nation goes about to borrow, the security which it offers as a 
pledge to the lender is its taxable capacity The more debt it has out- 
standing, the mbre that capacity is burdened to pay mterest, and the 
less security has the nation left to pledge when it needs a fresh loan 
Crises will come, wars and great social reforms, when loans are necessary. 
Were a nation to make no effort to pay off its debts durmg the peaceful 
intervals between the crises, it would find at each crisis that, with less 
security left to pledge, it had greater diflSiculty m borrowing, until at 
last its credit would have become exhausted, and it would fall into rum 
and bankruptcy ^ 

The British practice is to provide m the Budget a fixed sum to be 
set apart annually for the pa3mient of interest on the debt, and as a 
smking fund for the redemption of part of the principal. Unfor- 
tunately, the existence of such a fund offers a keen temptation to a 
Chancellor who is hard-pressed for funds to balance his budget 
without resorting to new taxation, and "raids ” on the sinking fund 
have been too frequent. In certam cases, specific sinking funds 
have been created for redemption as one of the conditions of a loan, 
so that the fund cannot be touched without a breach of the agree- 
ment. This may lead to the equally undesirable expedient of new 
borrowing in case of need. 

TEST PAPER 14 

1. How would you understand the expression "Functions of 
Government"? Explam why or why not you would regard the 
carriage of letters by post as one of those functions. 

2. In what essential respects do pubhc debts (a) resemble, (6) differ 
from, private debts ? 

3. "It IS the business of the Government to govern and not to trade." 
Do you agree ? Give reasons for your answer 

4. How far is it possible to frame abstract rules regulating public 
expenditure? Give a classification of the objects of Government 
expenditure. 

1 E. Hilton Young, The System of National Finance. 
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5 How should a State meet its e3q)enditure ? Contrast, if you can, 
the requirements of war time and peace time, 

6 What are the mam items of natio^ expenditure in this country? 
Why IS it so difficult to reduce the amount spent by the State ? 

7. If a Government wished to raise a loan of ;£50,ooo,ooo, mention 
two methods it might adopt and explain whidi of these you would 
approve and why. 

8. \^at arrangements are usually made for the repayment of State 
loans’ 

g What are the mam sources of revenue of the British Government? 
Indicate the chief changes m these sources made during the last 
century and account for them 
10. Draw the diagram on page 346 and explam its meaning 
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MODERN DOCK OPERATION. By D. Ross-Johnson, C.B.E, V.D., 
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ROAD TRANSPORT OPERATION— PASSENGER. By R Stuart Pilcher, 
F.R,S E., M.Iiist.T. In demy 8vo. doth gilt, 220 pp. 108. 6d. net 

CANALS AND INLAND WATERWAYS. By George Cadbury, Managing 
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176 pp. 78. 6d. net. 

SHIPPING 

SHIPPING OFFICE ORGANIZATION, MANAGEMENT, AND ACCOUNTS 
By Alfred Calvert. In demy 8vo, doth gilt, 203 pp. Os. net. 

THE SHIPPING WORLD, Afloat and Aahore. Compiled and Edited by 
J. A. Todd, M.A , B.L In crown 8vo. doth gilt, 306 pp. 78. Gd. net. 
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BANKING AND FINANCE 
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HONEY, EXCHANGE, AND BANKING, In their Practical, Theoretical, and 
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Third Edition In demy Svo, cloth gilt, 331 pp 6 b. not. 

THE THEORY AND PRINCIPLES OF CENTRAL BANKING. By William 
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AN OUTLINE OP ENGLISH BANKING ADMINISTRATION. By Joseph 
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In demy 8vo, cloth gilt, J36 pp. fis. net. 
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Second Edition 

FOREIGN BANKING SYSTEMS. Edited hy H. P. Willis and B. H. Bbck- 
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FOREIGN EXCHANGE AND FOREIGN BILLS IN THEORY AND IN 
PRACTICE. By W. F. Spalding, Fellow and Member of the Council of the 
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FOREIGN EXCHANGE, A PRUHER OP. By W F. Spalding Third Edition 
In demy 8vo, cloth, 124 pp 3s. fid. net. 
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cloth gilt, 190 pp. 7s. fid. net. 

DICTIONARY OP THE WORLD’S CURRENCIES AND FOREIGN EX- 
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In demy 8vo, cloth gilt, 264 pp 10s. fid. net. 


THE BANKER’S PLACE IN COMMERCE. By W. F. Spalding. In demy 
8vo, cloth, 80 pp. fis. fid. net. 

THE DISCOUNT MARKET IN LONDON. Its Organization and Recent 
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AN INTRODUCTION TO THE PRACTICE OP FOREIGN EXCHANGE. By 
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CHEQUES: THEIR ORIGIN AND DEVELOPMENT, AND HOW THEY ARB 


Sir John Pagbt, K C. In demy Svo, cloth gilt. 195 pp. fis. net. 
SLATER’S BILLS, CHEQUES, AND NOTES. Fifth Edition, reyis^ hy L 
Lb M Minty, Ph.D , B.Sc , B.Com , LL.B., Barnster-at-Law. In demy 
Svo, cloth ^t, 220 pp. fis. net 
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THE Bins OP EXCHANGE ACT, 1888. ByM H Megeah, B.Com. (Load). 
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EUROPEAN BILLS OP EXCHANGE. By C A. Siblev. Second Edition.’ 
In demy Svo, cloth, 112 pp. 78. 6d. net. 
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cloth gilt, 192 pp. 68. net. 
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HOW TO SUCCEED IN A BANK. By F E Steele, In crown Svo, doth, 
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BANKERS' ADVANCES. By F. R. Stead Third Edition by C. R. W. 
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BANKERS’ TESTS. By F. R. Stead. In demy Svo, doth gilt, 144 pp. 
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ENGLISH COMPOSITION AND BANKING CORRESPONDENCE. By 
L. E. W. O. Follbrook-Lbggatt, M.C., B.A. Second Edition. In demy 
Svo, cloth gilt 300 pp, 68. net. 

DICnONABY OP BANKING. By W. Thomson, formerly Bank Inspector, 
Eighth Edition In crown 4to, hall-leather gilt, 754 pp. 80a. net. 
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COMPLETE DICTIONARY OP BANKING TERMS IN THREE LANGUAGES 
(ENGLISH-FRENCH-GEBMAN). By I, Hehbndi, Managing Clerk, 
Hungarian General Credit-Bank. Sise m by 6i m„ cloth gilt, 566 pp. 
218. net. 
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THE COMPANY SECRETABY’S VADB MECUM. Edited by Philip Tovey, 
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SECBETARY’S HANDBOOK. Edited by Sir H. E. Blain, C.B E. Second 
Edition. In demy Svo, cloth gdt, 168pp 58.net. 

GUIDE FOB THE COMPANY SECRETARY. By -Arthur Coles. Third 
Edition, Revised by W. Cecil Wood, A.C.I.S In demy Svo, cloth gilt, 
512 pp. 68. net. 

PRACTICAL COMPANY SECRETARY. By P. F. Khightley, A.C.I.S. In 
demy Svo, cloth gUt, 238 pp. 7s. 6d. net 

PRACTICAL SECRETARIAL WORK. By Henry I. Lee, A.I.S.A., and 
William N. Barr In demy Svo, cloth gilt, 408 pp. 7s. fid. net. 

GUIDE TO COMPANY SECRETARIAL WORK, O. Oldham, A.C I.S. 
Fifth Edition, Revised by G. K. Bucknall, A.CI S. (Hons.). In crovm 
Svo, cloth gilt, 256 pp. 8s. fid. net. 

DICTIONARY OF SECRETARIAL LAW AND PRACTICE. Edited bv 
Philip Tovey, F.C.I.S., assisted by specialist contributors, FourOi 
Edition In crown 4to, half-leather gilt, 1040 pp. 40 b. net. 

HONORARY SECRETARYSHIP. By W. B, Thorne. In crown Svo, cloth, 
81 pp, 2 b. fid. net 

THE TRANSFER OF STOCKS, SHARES, AND OTHER MARKETABLE 
SECURITIES. By F. D. Head, B.A. (Oxon), BarrisUr-at-Lam. Fourth 
Edition. In demy Svo, cloth gilt, 204 pp. 78. fid. net. 

PRACTICAL DIRECTORSHIP. By H E, Colesworthy, A.C.A., A.S.A.A. 
Second Edition. In demy 8vo, doth gilt, 284 pp. 10 b. fid. net 

FORMATION AND MANAGEMENT OP A PRIYATE COMPANY. By F. D. 
Head, B.A. Second Edition. In demy Svo, cloth, 226 pp. 7s. fid. net, 

THE COMPANY REGISTRAR’S MANUAL. By J. J Quinlivan. Second 
Edition In demy Svo, cloth gUt, 360 pp. lOs. fid. net. 

MEETINGS. By F. D, Head, BJL (Oxon), of Lincoln's Inn, BamsUr-at- 
Lcm, Third Edition, In demy Svo, doth gdt, 262 pp. 6s. net 

THE CHAIRMAN’S MANUAL. By Gordon Paun, Barrisier-at-Lau>, and 
Ernest Martin, F.C.I.S. Second Edition. In crown Svo, doth gilt 
174 pp. 5s. net. 

HOW TO TAKE MINUTES. Edited by Ernest Markn, F.C.I.S. Fourth 
Edition. In demy Svo, cloih gilt, 144 pp 2 b. fid. net 

PROSPECTUSES: HOW TO READ AND UNDERSTAND THEM. By Philip 
Tovey, F.C I S., and H. Lambert Smith, B.Sc. Second Edition. In 
demy Svo, cloth gilt, 109 pp. 58. net 



14 


PITMAN’S BUSINESS HANDBOOKS 


FBACTICAL SHARE TBAKSEEB WORE. By F. W. Lidington. In crown 
8vo, 123 pp 88. net. 

QUESTIONS AND ANSWERS ON SECRETARIAL PRACTICE. By E. J. 
Hammond. Fourth Edition Revised by G. K. Bucknaxj., A C.I.S. (Hons.). 
In demy 8vo, cloth gilt, 250 pp. 78. 6d. net. 

EXAMINATION NOTES ON SECRETARIAL PRACTICE. By C. W. Adams, 
A.C.I.S. Second Edition. In crown Svo, doth, 80 pp. Ss. 6d. net. 

INCOME TAX 

INCOME TAX LAW, PRACTICE, AND ADMINISTRATION. By F. F. 
Sharlbs, F S a. a. , R. P Groom- Johnson, IX B., K C. ; L. C. Graham- 
Dixon, of ike Inner Temple, Bcarrtsier-ai-Lau), andW. J. Eccott, /omerly 
one of H M. Principal Inspectors of Taxes. In crown 4to, half leather 
gilt, 1432 pp ^4 48. net. Three volumes. 

DICTIONARY OF INCOME TAX AND SDR-TAX PRACTICE. By W E, 
Snblung. Eighth Edition. In demy Svo, half leather gilt, 732 pp 268. 
net. 

INTRODUCTION TO INCOME TAX. By E. D. Frybr, A.L.A.A In crown 
Svo, doth, 100 pp. Second Edition. 2 b. 6d. net. 

SNEllING’S PBAmOAl INCOME TAX. In crown Svo, cloth, 181 pp. 
88. 6d. net. Twelfth Edition. 

INCOME TAX HANDBOOK FOR COMPANY SECRETARIES. By C. W. 
Chivbrs. In demy Svo, cloth gilt, 156 pp. 6s.net. 

ECONOMICS 

THE GENERAL TARIPP OF THE UNITED KINGDOM: LAW AND REGU< 
LATlONS. Compiled by A. S Harvby, 1I.M. Customs and Excise Depart- 
ment In demy Svo, cloth gUt, 188 pp. 68. net. 

AN INTRODUCTION TO INTERNATIONAL TRADE AND TARIFFS. By 
R. A Hodgson, B.Com. (Lond.). In demy Svo, cloth gilt. 208 pp. 68. net, 
ECONOMICS OF THE ENGLISH BANKING SYSTEM. By W. J. Weston, 
M.A,, B Sc., of Gray's Inn, Bamster-ai-Law. In demy Svo, cloth gilt, 
136 pp. 68. net. 

DICTIONARY OP ECONOMIC AND BANKING TERMS. By W. J. Weston. 
M.A., B So. , and A Crew, Bamster-at-Law. In crown Svo, cloth, 248 pp. 
6s. nd. Third Edition. 

ECONOMIC GEOGRAPHY. By J. McFAiti.ANB, M.A., M.Com. Third Edition. 

In demy Svo, cloth gilt, 656 pp lOs. 6d. net. 

THE PRINCIPLES OF ECONOMIC GEOGRAPHY. By R N. Rudmosb 
Brown, D.Sc, Second Edition. In demy Svo, cloth gilt, 223 pp, 68. net. 
THE HISTORY OF COMMERCE. By T. G. Wiluams, M.A.. F R.Hist.S,i 
F.R.Econ.S. In demy Svo, doth gilt, 343 pp. 6 b. net. 

OUTLINES OF THE ECONOMIC HISTORY OF ENGLAND. By H O. 
Meredith, M.A.. HCom Second Edition. In demy Svo, doth mlt. 
430 pp 7s, M. net. 

INTERNATIONAL RELATIONS. By R. L. Buell. In demy Svo, doth gUt, 
858 pp. 21 b. net. 
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MAIN CURRENTS OP SOCIAL AND BSDUSTRUL CHANGE. By T. G. 
Williams, M A., F R Hist S , F.R.£coii.S. In crown 8to, cloth gilt 
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BUSINESS ECONOMICS. By James Stephenson. 
M.A., M Com . D.Sc la demy 8vo, cloth gilt, S04 pp. lOs. 6d. net. 

ECONOMICS OP THE MANUFACTURING BUSINESS. By W A. Stewart 
Jones, F C.W A , F.S.S. In demy 8vo, cloth, 160 pp Ss. 6d. 
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crown 8vo, cloth gilt, 230 pp. 38. 6d. 


By W. J. Weston, M A.. B.Sc. In 


PRINCIPLES OP ECONOMICS. By L. A. Rufener, Ph.D. In medium 8vo, 
cloth gilt, 862 pp 168. net. 

A TEXTBOOK OP ECONOMICS. By W J Weston, M A., B.Sc. In demy 
8vo, cloth gilt, 460 pp. 10s. 6d. net. 


ECONOMICS OF INSTALMENT TRADING AND HIRE PURCHASE. By W, F. 
Crick. In demy 8vo, cloth gilt, 126 pp. 6 b. net. 
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Edition. In crown 8vo, 427 pp., paper, Ss. 6d. net , cloth, 68. net. 

A PAIR WAGE. By Edward Batten, M.I Meoh.E. 100 pp 2 b. 6d. net. 
ECONOMICS OP THE INDUSTRIAL SYSTEM. By H. A. Silverman, B.A, 
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THE SUBSTANCE OP ECONOMICS. By H. A. Silverman, B.A. (Econ.) 
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and Noel Branton. In demy 8vo, doth, 882 pp 

ECONOMICS OP THE IMPORT AND EXPORT TRADE, By Hihomo 
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ENGINEERING ECONOMICS. By T. H. Burnham, B.Sc., Hons , B.Com. 
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SOCIALISM. By Robert Richards 114 pp. 2s. 6d. net. 
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Svo, cloth gilt, 268 pp. 78. 6d. net. 

WATERWORKS UNDERTAKING. By Frederick J Alban, F.SAA., 
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BARETTPS ITALIAN AND ENGLISH DICTIONARY. Compiled by Gug- 
LiELMO CoMELATi and J Davenkirt. In two volumes, cloth gilt, Vol. I, 
796 pp. ; Vol II, 752 pp, 86s. net. (Rqirmted.) 

PORTUGUESE-ENGLISH AND ENGLISH-PORTUGUESE COMMERCIAL 
DICTIONARY. By F. W. Smith. In crown Svo, cloth gilt, 486 pp. 
les. net. 

A NEW DICTIONARY OF THE PORTUGUESE AND ENGLISH LANGUAGil^S. 
Based on a manuscript of Julius Comet By H Michaelis. In two 
volumes, demy Svo, cloth alt Vol I, Portuguese-English, 736 pp,; 
Vol, II, English-Portuguese, 742 pp. Each 81s. net. Abridged Edition, 
783 pp. 86s. net. 


TECHNICAL DICTIONARY OP ENGINEERING AND INDUSTRIAL SCIENCE 
IN SEVEN LANGUAGES— ENGLISH, FRENCH, SPANISH, ITALIAN, 
PORTUGUESE, RUSSUN, AND GERMAN. Compiled by Ernbst 
Slater, M I.E.E., M.I.Mech.E., m collaboration with leading Authorities, 
complete with index to each language. In five volumes. Each in crown 
4to. buckram gilt, £8 Ss. net complete. 
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PITMAN’S 

“ART AND LIFE” 

SERIES 

General Editor: 

WRIGHT WATTS MILLER, B.A. 

London (Eihst Class Hons.). M Ed , Manchester 
Late Camphtll Clarke Scholar, Vmverstty College, London, 

Lecturer of the Borough Road College, and to L,C C Lxterary 
Institutes and the Workers' Educational Association 
A new series of popular introductions to literature, the arts, and 
other subjects of general interest. The volumes are specially 
intended for evening students voluntarily attending the cultural, 
non-vocational classes held by the L.C.C. Literary Institutes, the 
Workers’ Educational Association, and the University Extension 
Boards, and for all general readers intoested in self-culture. 

NOW READY 

ECONOMICS: THE STUDY OF WEALTH 
By A. L. Gordon Mackay, M.Litt., M.A., M.Econ. ss. net. 
BOOKS: AN INTRODUCTION TO READING 
By Wright Watts Miller, B.A , M.Ed., Manchester. 5s. net. 
ART: AN INTRODUCTION TO APPRECIATION 
By Raymond Coxon, A.R.C.A., Lecturer at the Chelsea School of 
Art. 5s. net. 

THE FILMS; THE WAY OF THE CINEMA 
By Andrew Buchanan. 53. net. 

READY SHORTLY 
MUSIC APPRECIATION 
By W. J. Turner. 

THE PLAYHOUSE: A BOOK OF THE THEATRE 
By D. Nugent Monck, Director of the Norwich Players, Madder- 
market Theatre, Norwich. 

Each in large crown 8vo, cloth, about 200 pp. 5s. net. 


Sir Isaac Pitman & Sons, Ltd., Parker St., Kingsway, W.C.j 
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COMMON COMMODITIES 
AND INDUSTRIES SERIES 

In each of the handbooks in this senes a particular product or industry is 
treated by an expert writer and practical man of business. Beginning with 
the life history of the plant, or ouier natural product, he follows its develop- 
ment until It becomes a commercial commodity, and so on through the vanous 
phases of its sale m the market and its purchase by the consumer. Industries 
are tr^ted in a similar manner. 


Each book in crown Svo, illustrated. 8g. net. 


Asbestos 

Bookbinding Craft and 
Industry, Tbe 
Books from the MS. to 
the Bookseller 
Boot and Shoo Industry 
Brushmaking 
Butter and Cheese 
Button Industry, The 
Carpets 

Cloeks and Watches 
Cloths and the Cloth 
Trade 

Clothing Trades Industry 
Coal 

Coal Tar 
Coilee 

Cold Storage and lef 


Cotton Spinning 
Engraving 
ExplosivoEf, Modern 
Eortilizerg 

Fishing Industry, The 

Fnmlture 

Fnrs 

Oas and Gas Moldng 
Glass 

Gloves and the Glove 
Trade 
Gold 


Copper 
Cordage and Cordage 
Hemp and Fibres 
Com Trade, The British 
Cotton 


Iron and Steel 

Ironlonndiug 

Jute 

Knitted Fabrics 
Eead 

Leather » 
Linen 

Locks 

Match Industry 
Moat 
Oils 
Paper 
Perfumery 


Photography 

Platinum Metals 

Pottery 

Bice 

Rubber 

Sait 

Silk 

Soap 

Sponges 

Staren 

Stones and Quarries 

Sugar 

Sulphur 

Ton 

Telegraphy, Telephony, 
and Wireless 


Tin and the Tin Industry 

Tobacco 

Weaving 

Wheat 

Wine and the Wine 
Trade 
Wool 
Worsted 


PITMAN’S SHORTHAND 

OrVALirABLE FOB ALL BUSIKSSS AND PROFESSIONAL MEN 


The Jonouitng Catalogues witt be sent, post free, on appUcahon 

EnucAiJUMAL, Tbchnical, Law, Shorthand, Foreign Language, and 
Art and Craft 

London: Sir Jsaac Pitman & Sons,**Ltd„ Parker Sr,, Kingsway, W.C.2 




